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DEPENDABLE TEXTBOOKS 


Are Essential in Teaching 
Modern Commerce Courses 


CONSTRUCTIVE ACCOUNTING 


In 32 clear, perfectly coordinated chapters, well supported by actual practice work, the student 
is taught to reason in solving his accounting problems. He learns the principles through 
analysis . . . and the application through practice sets, problems and theory work. 


ADVANCED ACCOUNTING I 


For first-year advanced students—30 lectures covering corporation, financial and operating 
statements, the extended use of working papers, partnership accounting and dissolution, 
corporation accounting with lectures on profits, surplus, and dividends, statement of affairs, 
realization and liquidation, funds, and reserves. 


ADVANCED ACCOUNTING II AND AUDITING 


Provides for second-year advanced students a thorough professional training in advanced 
practical accounting, covering a comprehensive treatment of mergers and consolidations, 
specialized subjects, installments, consignments, estate accounting, agency, branches, foreign 
exchange, graphic methods, etc. and auditing 


FEDERAL INCOME TAX ACCOUNTING 


Revised to comply with the latest changes in the law. Issued in loose-leaf form to allow 
changes when new laws are enacted. Every point pertaining to the current Federal Revenue 
Act has been treated, making it an intensive course in income tax accounting. 


MUNICIPAL ACCOUNTING 


Includes a comprehensive treatment of financial organization and budgetary accounting pro- 
cedure for various municipal funds; also contains outline of audit of municipal accounts, and 
municipal accounting terminology. 


OTHER WALTON PUBLICATIONS 


Mathematics of Accounting and Finance Business Law Series 

Cost Accounting Elements of Business Law 
Office Procedure and Practice Business Law Cases 
Examination Coaching Course Answers to Business Law Cases 


We shall be glad to send to instructors, for 
90 days examination, copies of Walton texts. 


WALTON PUBLISHING COMPANY 
332 South Michigan Avenue, Chicago 
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THE NEXT STEP IN ACCOUNTING 
RoBert E. HEALY 


the next step in accounting. In com- 

plying I risk little since I have no 
reputation as a prophet. Before complying 
I should explain, what most of you will 
discover for yourselves, that I am not an 
accountant. But many years ago Dr. 
Oliver Wendell Holmes wrote that medi- 
cine learned “‘from a Jesuit how to cure 
agues, from a friar how to cut for the stone, 
from a sailor how to keep off scurvy, from 
a postmaster how to sound the Eustachian 
tube, from a dairy maid how to prevent 
small pox and from an old market woman 
how to catch the itch insect.” In later 
days when Henry Ford needed glass made 
in a continuous ribbon he was forced to go 
to engineers with no experience in glass- 
making. His experience with linen makers 
was somewhat similar and finally valuable 
contributions to the investing public in 
matters of accounting have been made by 
J. M. B. Hoxsey, Executive Secretary of 
the Committee on Stock List of the New 
York Stock Exchange. I am told he re- 
ceived no scholastic training as an ac- 
countant although he has had many years 
of accounting responsibility and experi- 
ence. (Incidentally he is not a member of 
the Exchange but a full time paid execu- 
tive.) These precedents encourage me in 
my present venture. 

Before looking forward let me for a few 
moments look backward. I recall nearly 
six years spent largely in asking questions 
of accountants in the utilities investiga- 


| HAVE been asked to speak to you about 


tion at the Federal Trade Commission. 
The investigation was largely an account- 
ing investigation. In the light of later ex- 
perience I regret that more attention was 
not given to the matter of accountants’ 
certificates. I do not doubt that many 
accountants of the days covered by that 
investigation acted competently and ethi- 
cally according to the standards of those 
days but I do recall instances of phony 
intercompany profits, of write-ups used 
to create income or to relieve the income 
accounts of important charges, of profits 
computed on the sale of securities without 
even bothering to deduct the cost of the 
securities, where the accountants certified 
the statements without exceptions. I recall 
the advent of the Securities Act of 1933, 
the Securities Exchange Act of 1934, the 
creation of the Securities and Exchange 
Commission in 1924, and the Public 
Utility Holding Company Act in 1935. I 
recall the writing of the forms and regula- 
tions for the registration of securities, the 
disappointments attending our search for 
well established accounting standards, the 
difficulty even of finding a definition for 
the word “‘audit,”’ the weeks of arguments 
as to what should be required in a form 
and what omitted, the difficulty of decid- 
ing what an accountant’s certificate ought 
to contain, the codperation and contribu- 
tions of accountants, some with axes to 
grind and others without. I think of the 
labors of those we induced to take a place 
on our payroll for a time, Jerry Dunn, 
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Donald McCruden of Moodys, Dr. Saun- 
ders of the Harvard School of Business. 
I remember the committee of lawyers who, 
after telling us one of our forms was too 
long, were invited to submit a form of their 
own devising and brought back one longer 
than ours—I recall the struggles with the 
vexatious problem, not yet solved, of what 
should appear in a prospectus. Then there 
have been the numerous decisions of the 
Commission, discussing accounting prin- 
ciples, issuing stop orders against registra- 
tion statements containing the results of 
improper accounting. There have been the 
rulings dealing with the certifying audi- 
tor’s independence or the lack of it; there 
have been the innumerable cases under 
the Securities Act and the Securities 
Exchange Act which never reached the 
status of a formal proceeding or a public 
release where the companies involved cor- 
rected their statements usually on request. 
There have been the public releases pre- 
pared by our chief accountant, Carman 
Blough, stating his opinion as to correct 
procedure in various sets of circumstances, 
the releases by Harold Neff, Director of 
our Forms and Regulations Division, at- 
tempting to demonstrate to the lawyers 
how technical legalistic descriptions of 
indentures and other papers found in 
many prospectuses could be reduced in 
size and content to short, plain, under- 
standable statements. I recall our repeated 
and almost hopeless efforts to make it 
understood that we do not pass on the 
merits of securities. If there were time, I 
could review with you the provisions of 
the Uniform Classification of Accounts 
which we have prescribed for registered 
holding companies and for service com- 
panies under the Holding Company Act. 
I recall the great hope for substantial 
progress in accounting that arose when our 
National Supreme Court, albeit by a 
divided vote, issued its decision in Mc- 
Candless v. Furlaud (296 U. S. 140) (1935) 


and held out therein some promise that the 
court’s decision in the Old Dominion Cop- 
per case, (Old Dominion Copper Mining 
& Smelting Co. v. Lewisohn 210 U. S. 
208) (1908) for so many years a haven for 
dishonest promoters, was on its way to the 
ash can. I recall the satisfaction that at- 
tended the reading of the same court’s 
decision in Atlanta, Birmingham & Coast 
Railroad Company v. United States (296 
U. S. 33) (1935). It was the first case so 
far as I can learn in which the court passed 
upon the use, in a balance sheet, of figures 
based on an estimate of the cost of re- 
producing a public utility property new. 
It upheld a decision of the Interstate Com- 
merce Commission in which that Commis- 
sion in passing on a proposed balance 
sheet in a reorganization refused to give 
weight to a reproduction appraisal. I re- 
call also the disappointment which fol- 
lowed from the decisions of the Commis- 
sion by a divided vote not to attack 
registration statements filed under the 
Securities Act of 1933 by the Northern 
States Power Company, The Chesapeake 
Corporation, the Monongahela West Penn 
Public Service Company, and the Ther- 
moid Company. It seems interesting to 
note that the most serious differences of 
opinion that have ever occurred among the 
commissioners centered about an account- 
ing problem, and yet, as you will see, there 
was no difference of opinion as to the ac- 
counting. I think it best to review those 
cases briefly since there has been so much 
misunderstanding about them and because 
it may help to a better understanding of 
my discussion of the next steps. 

Prior to 1924 the Northern States Power 
Company followed the practice of amor- 
tizing debt discount and expense by 
charges against income over the lives of 
the respective issues. In 1924 there was an 
appraisal made of its properties by an 
affiliate. It was never passed upon by any 
regulatory body; it was based wholly on 
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an estimate of the cost of reproducing the 
property new and in arriving at present 
value it gave consideration to no other 
element. On the basis of this appraisal the 
company wrote up its fixed capital and 
investment accounts approximately $15,- 
000,000, crediting about $7,000,000 there- 
of to a retirement reserve and about 
$8,000,000 to capital surplus. In 1924 and 
1925 the registrant wrote-off substantially 
all of its unamortized debt discount and 
expense against capital surplus. The effect 
of this write-off was to relieve the income 
account prior to the date of registration, 
August 31, 1934, of amortization charges 
of about $5,000,000. The accountants in 
their certificates described the transaction 
and the effect thereof substantially as I 
have, and thereupon after saying: ‘‘Sub- 
ject to the foregoing comments,”’ certified 
to the statement. Before the registration 
became effective the clause quoted was 
amended to read “Except for the matters 
discussed in the foregoing comments.” 
The auditors did not indicate otherwise 
either approval or disapproval of the 
accounting procedure. All the commis- 
sioners disapproved the accounting. The 
majority believed that there was such a 
complete disclosure in the statement, as to 
comply with the statute and make a stop 
order proceeding improvident, and fur- 
ther, that the accountants’ certificate had, 
in effect, condemned the accounting. The 
minority took the view that the ac- 
countants had expressed no clear opinion 
as to whether the accounting was good or 
bad, that the company’s earnings record 
and earned surplus balance as stated in the 
registration were in effect untrue— 
amounted to misrepresentations and there- 
fore were violations of the statute. Prior 
to registering another issue of bonds and 
preferred stock in January 1937 and after 
registering under the Holding Company 
Act, the company made a series of entries 
which went far toward reversing the en- 


tries I have described, dealing with debt 
discount and expense. 

In the Chesapeake Corporation case the 
company acquired large amounts of Ches- 
apeake & Ohio stock from closely affiliated 
interests and recorded it on the books at 
such a sum and under such circumstances 
as to amount toa write-up, as the minority 
viewed it. Against a capital surplus created 
through this write-up the company 
charged off $4,560,000 of unamortized dis- 
count and expense. The accountants’ cer- 
tificate stated what the earnings and 
earned surplus would have been had the 
discount and expense been amortized in 
the ordinary way, but the accountants 
stated specifically that in their opinion 
what the registrant did was in accordance 
with good accounting practice, an opinion 
with which all the commissioners, I be- 
lieve, disagreed. Four months later, in the 
New York Times of April 13, 1935, we 
learn that the company “has changed its 
methods of accounting with respect to 
... bond discount and expenses... to 
conform with practices recommended by 
the Secutities and Exchange Commission.” 

In the case of the Thermoid Company 
(1) the investment in a wholly owned sub- 
sidiary was included in the balance sheet 
at the net book value thereof as shown on 
the books of the subsidiary at the date of 
acquisition less dividends subsequently 
received out of surplus at date of acquisi- 
tion. This carrying figure was in excess of 
cost to the reporting company. (2) The 
investment in a 98.1% owned subsidiary 
not consolidated was carried at cost, which 
was approximately $2,693,000 in excess 
of the net book value as shown on the 
books of the subsidiary at date of acquisi- 
tion. (3) The inclusion of the 98.1% owned 
subsidiary in the consolidation would have 
resulted in showing a deficit instead of an 
earned surplus. (4) Discount on the corpo- 
ration’s notes was charged to capital 
surplus instead of being amortized by 


he 
)p- 
ng 
S. 
for | | 
he 
at- 

t’s 
ast 
296 

so 
sed | 
res 

re- | 
ew. 
nis- 
nce | 
rive 

re- 

fol- 

is- J 

ack 

the § 

em 
cake | | 
enn | 
her- 
p tog 
of 
x the 
unt- 
here 
ac- 
hose | 
nuch 

use 

g of 
ower 
mor- § 
by 
es of 
as an | 
y an 
y any § 
ly on 

| 


4 The Accounting Review 


charges to profit and loss. All the facts I 
have described appeared in the registra- 
tion statement. The auditors commented 
only on the charge-off of discount against 
capital surplus saying, “While this treat- 
ment does not conform to what is regarded 
as the best accounting practice, we believe 
it has sufficient acceptance in case of re- 
organizations or the organization of a new 
company to sanction it as in accordance 
with accepted accounting practices. An 
alternative and preferable treatment 
would have been to set up this amount in 
1929 as a deferred charge on the Con- 
solidated Balance Sheet and thereafter to 
amortize it over the life of the gold notes 
by annual charges to Profit and Loss 
account.” They then told what the effect 
of such a procedure would have been. A 
minority of the commission recommended 
proceedings in this case not only because 
of the treatment accorded debt discount, 
but because of the inconsistency in the 
recording of the investments in two sub- 
sidiaries and because of the seeming dis- 
tortion of the consolidated statement by 
the omission of the 98.1% owned subsid- 
iary. 

As to the Monongahela West Penn 
Public Service Company—In December 
1929, a time of high costs, an appraisal 
was made solely on a reproduction cost 
basis by an affiliated engineering firm. This 
appraisal by the way was a hasty one 
without detailed inventorying and pricing, 
what we call a “horseback appraisal.” It 
was spread upon the books in 1930. On 
the basis thereof, certain electric and gas 
properties were written up $8,180,445. 
This sum was credited to an account 
called, ‘“‘Appraisal Value in Excess of Book 
Value.” During the years 1930 to 1935 in- 
clusive, abandonments of traction prop- 
erty, $2,148,823 in amount were written 
off against the “surplus” so created. This 
left intact the earned surplus account from 
which the company continued to pay 


dividends on the preferred stock (held by 
the public) and, for a time, dividends to 
the parent holding company on the com- 
mon stock. The accountant’s certificate 
as originally filed made no reference to the 
propriety of the write-off of abandoned 
traction properties against a “surplus” 
created (and “‘created” is the very word 
for it) from a write-up of electric and gas 
properties. However, after some agitation, 
the accountants filed an amended certifi- 
cate. It included the following: “Neither 
the practice of the company nor general 
accounting practice calls for provision for 
such losses out of income or out of reserves 
created out of income, and in our opinion 
they are properly chargeable against any 
capital surplus, including surplus arising 
from reappraisal of properties assuming 
the correctness of such reappraisal (which, 
being a question of valuation, we, as 
accountants, cannot pass upon). In the 
absence of appraisal surplus, sound ac- 
counting practice would, in our opinion, 
have permitted the charge of the losses 
against a capital surplus created by a re- 
duction of capital or otherwise, or alter- 
natively. They might have been charged 
against surplus earned prior to abandon- 
ment or over a period of years following 
abandonment; the extent to which the 
earned surplus 6f* June 30, 1935, would 
have been reduced if the latter alternative 
had been followed cannot be stated. The 
earnings would not have been affected.” 
Again, as I understand it, all the com- 
missioners disapproved the accounting— 
but a majority thought the disclosure 
satisfied the statute. 

The minority thought the balance 
sheet and earnings statements were mis- 
leading and violative of the statute. What 
treatment should be accorded this com- 
pany under the Holding Company Act 
because of these entries remains to be 
determined. 

The argument as I have tried to indicate 
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revolved about differences as to the law 
rather than differences as to accounting. 
I regret that an attempt was not made 
in these cases to establish the principle 
that if an earnings statement and a balance 
sheet reflect the results of improper ac- 
counting, they amount to misrepresenta- 
tions or misleading statements in violation 
of the Securities Act. In the absence of a 
court decision I have no right to go further 
than to reiterate the regret that an effort 
to have the questions settled by a court 
decision was not made. The policy of the 
Commission evidenced by those decisions 
has been followed in a number of subse- 
quent cases, although there has been a 
pronounced improvement in the treatment 
of debt discount in registration statements. 

The Commission has shown a tendency 
to depart from this policy somewhat. Thus 
the commission took a firm position 
against a registrant in the following cir- 
cumstances. The company had purchased 
a property at arm’s length bargaining from 
strangers. It paid, let us say, $400,000 
(the figures are assumed), it had a re- 
production appraisal made which showed 
a valuation of $1,000,000. It recorded its 
property at $1,000,000, credited $600,000 
to capital surplus and announced its in- 
tention of charging off certain items such 
as Organization expense against this sur- 
plus. The Commission protested, threat- 
ened stop-order proceedings and the 
company reversed the entries and recorded 
its properties at cost, $400,000. This 
precedent has been followed in several 
other cases. The circumstances did not 
then seem to require a formal public 
opinion or release concerning any of them. 
I now think, however, that the publication 
of such instances, possibly with names 
omitted, would be so informative to ac- 
countants and prospective registrants, 
that it should be required. 

In the Northern States case and the 
other cases described, the majority thought 


it might not be entirely fair to proceed 
against the registrants since the Commis- 
sion had not promulgated the rules on the 
subject of accounting which the Securities 
Act seems to authorize. This brings me 
to the first of the next steps in accounting 
which I am to describe. 

The staff as the result of instructions 
has for some time been studying the pro- 
posal to issue some rules dealing with 
accounting and appraisals. We are not 
thinking of a mass of rules or innovations 
in accounting. We are trying to express a 
few standards as to principles which we 
believe are accepted by a majority of good 
accountants, especially of those who do 
not assume the role of special pleaders for 
their more lucrative clients. The approach 
must be cautious, but my experience with 
accountants leads me to the conviction 
that they regret that standards are not 
more exactly defined. They recognize as 
we do that in many aspects of accounting, 
inflexible rules cannot now be laid down. 
But it cannot be that there are no real 
standards in accounting. It seems to me, 
that one great difficulty has been that 
there has been no body which had the 
authority to fix and maintain standards. 
I believe that such a body now exists in the 
Securities and Exchange Commission. Its 
success or failure will depend in large 
measure on how wisely it exercises this 
function. 

One of the questions with which the 
Commission must sooner or later come to 
grips is this one as to reproduction ap- 
praisals. It has plagued the rate making 
authorities ever since William Jennings 
Bryan and associate counsel in 1898 acting 
as they undoubtedly believed in the public 
interest, induced the Supreme Court to 
hold that in fixing rates for public utility 
companies the authorities must allow a 
fair return upon the present value of the 
property and that in arriving at present 
value consideration must be given to a 
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number of elements. One of them was 
stated to be “the present as compared 
with the original cost of construction.” 
From this our present unwieldy, slow, and 
expensive theory of valuation based on an 
estimate of the cost of reproducing the 
property now has grown up. But the Court 
has never so far as I can learn approved it 
for balance sheet purposes or for any pur- 
pose except as an element to be considered 
in a rate case in arriving at present value, 
in fact the Birmingham R.R. case squints 
toward disapproval. For some years past 
there has been growing apace the vicious 
practice of using reproduction cost esti- 
mates as a basis for figures in balance 
sheets, disregarding every other element 
of present value, applied not only to utility 
companies but to ordinary unregulated 
industries. These figures have been used 
to balance security issues, to inflate asset 
accounts, to water stock, to create alleged 
income, to create surplus accounts for the 
purpose of absorbing charges that should 
be made against earnings. I believe the 
Commission, if it issues the rules I have 
mentioned, should set its face against this 
practice. When one realizes the complexi- 
ties and antipathies which reproduction 
appraisals have engendered in the field of 
rate regulation, one regrets its use in 
balance sheets. It is based on a misapplica- 
tion of the doctrine of Smyth v. Ames. 
Its principal products will be confusion 
and deception. 

All this suggests the questions, “What 
is accounting?” “What are its purposes?”’ 
These questions must be answered, and 
answered soon, if the business of investing 
and the responsibilities of corporate di- 
rectors and officers to their stockholders 
are to have sound cases. I venture to sug- 
gest an answer. It may be entirely wrong. 
I think the purpose of accounting is to 
account—not to present opinions of value. 
This is not to say for example that current 
assets should not be carried at the lower of 


cost or market, or that the setting up of 
proper reserves and similar accounts do 
not require judgments. I am attempting 
to generalize. The value of a corporation’s 
property may be much or little—or un- 
certain. Its cost is usually certain. The 
capital entrusted to the management can 
usually be ascertained. What has been 
done with that capital can be ascertained 
through accounting. The steward must 
account for the talents entrusted to him. 
Accounting to me means the making of a 
historical record of financial events. Val- 
uation is a very different matter. I do not 
mean that there are no circumstances 
under which unrealized losses or gains 
should be recognized on books of account. 
I do believe that unrealized gains should 
not be entered upon accounts until the 
probability or certainty of the permanence 
of the gain can be well established. I be- 
lieve that good accounting should observe 
this principle. 

But there are other matters with which 
the rules must deal. Write-downs made for 
the purpose of decreasing depreciation 
allowances and increasing net income must 
be dealt with. So eventually must the uses 
to which capital surplus can be put. The 
proper treatment of the undistributed 
earnings of subsidiaries must be on the 
agenda, and the whole subject of the 
proper handling of debt discount, and the 
charging off of losses and expenses against 
a reduction of capital stock while earned 
surplus remains undisturbed. High up 
on the list must appear an item dealing 
with that excrescence, that abomination 
which charter-mongering states—corpo- 
ration ‘‘Renos” (inspired perhaps by the 
states competing for divorce cases), have 
put upon us in their “liberalization” of 
corporation laws. I refer to that kind of 
preferred stock which, let us say, is issued 
for $50 a share, pays a dividend of $3 a 
share, has a call price of $52, is entitled § 
upon liquidation to $50 in preference and 
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has a par value of $40. The Company is- 
suing it brings us the balance sheet on 
which the preferred is carried at $40 a 
share and $10 a share is carried to a paid-in 
surplus account. We have seen many such. 
The company’s lawyers tell us in written 
opinions that there is no restriction upon 
the use of this surplus, that it can be paid 
out to the common stockhoders in divi- 
dends. Only one lawyer has filed an 
opinion with us that a court of equity 
would in such circumstances restrain the 
payment to the common stockholders of 
the $10 capital contributed by the pre- 
ferred stockholders. We are told we must 
accept the balance sheet in the form I have 
described because the law permits the un- 
restricted use of the surplus created in the 
manner I have described. The stock is a 
$50 stock in every essential respect except 
the one which is of the least importance, 
the par value. Practices such as these 
menace the welfare of capitalism. Those 
responsible for them should take heed lest 
in winning too many such battles they lose 
the war. Many of you have had similar 
experiences where the accountant’s objec- 
tion is met by the corporation’s lawyer 
who is called in to say that the law permits 
that to which the accountant objects. The 
lawyer swallows or cooks up what the 
accountant gags over. A little more dis- 
cretion in some of the third houses would 
aid the cause of accountancy. These are 
not mere academic bookkeepers’ argu- 
ments. They go to the very vitals of in- 
vestment appraisal and corporate respon- 
sibility. “Accountancy,” a famous French 
financier is reported to have said, ‘“‘is 
government.” It is the heartbeat of 
modern corporate finance. 

Now for another step. For some time 
Mr. Neff has been engaged in the writing 
of one form designed to replace several of 
our outstanding forms. It will in principle 
—for there are minor exceptions—be 
available for all business companies having 


been in existence more than two years. 
It will be available whether the regis- 
tration is for an original cash offering, for 
an exchange, or for a secondary distri- 
bution. 

I sometimes wish it might turn out to be 
what it has jokingly been called: “The 
form to end all forms.” It will take up 
anew the matter of the accountant’s cer- 
tificate. We are far from satisfied with 
many of the certificates filed with us. We 
think the accountant should state clearly 
his opinion as to “the financial statements 
of, and the accounting principles and pro- 
cedures followed by, the registrant and its 
subsidiaries,” as the instructions require. 
By “clearly” we mean “‘clearly’—we do 
not mean in language that only the expert 
accountant and the experienced financial 
analyst can understand. We do not want 
an opinion in a sort of cipher that would 
stump Francis Bacon himself. The two 
securities acts are remedial statutes de- 
signed for the protection among others of 
the unwary and inexpert. I think account- 
ants should express their opinions in 
ordinary non-technical language and not 
in stereotyped phrases that few outside 
the accounting profession have the key to. 
“Subject to the foregoing’’ will not suffice. 
These thoughts lead to another question 
and that is what protection is to be af- 
forded the accountant who is discharged 
because he will not stand for improper 
accounting? The Commission is anxious to 
join in any proper effort that can be made 
to protect him. I suggest that perhaps the 
first efforts along these lines should be 
made by the accountants themselves. If 
we learn of such cases, we shall try to deal 
with them. There are questions in our 
forms designed to show changes in ac- 
counting methods and changes in account- 
ants—but I think the next move on this 
issue is the accountant’s. 

The new form which is under way and 
the accompanying regulations, when sub- 
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mitted for criticism, will propose the fol- 
lowing provisions, if present plans are not 
changed: viz— 

(1) That companies organized since 
January 1, 1928, give a complete segrega- 
tion of surplus as between (a) paid in 
surplus, (b) surplus arising from revalua- 
tion of assets, (c) other capital surplus and 
(d) earned surplus. (This does not mean 
that the Commission approves revalua- 
tions in general.) 

(2) That for companies organized prior 
to January 1, 1928, the same requirements 
are to be included as at present, except 
that an additional segregation of surplus 
arising from revaluation of assets is in- 
cluded in the headings called for and if 
there is no segregation, the descriptive 
caption is to indicate all types of surplus 
included in any combined account. 

(3) Under the heading ‘Historical In- 
formation,”’ which is outside the financial 
material certified by the auditors, there is 
to be required for each of seven years pre- 
ceding the three year period reviewed by 
the auditor, a review of the surplus ac- 
counts, not an analysis thereof and not a 
review of the accounts from which bal- 
ances were transferred to surplus. Some 
other changes from Form A-2 will be sug- 
gested. In general, they will be based on 
our experience with the old forms. This 
has shown them to be inadequate in some 
respects and too exacting in others. An 
effort will be made toward simplification, 
but I cannot promise that it will be suc- 
cessful. In the face of modern corporate 
practices, of complicated inter-company 
holdings and inter-company transactions, 
of modern devices in corporation law, I can- 
not promise that difficult involved situa- 
tions can be described simply. The simpli- 
fication of registration forms will ebb and 
flow in response to the simplification of 
corporate set-ups and practices. 

As to other steps—the Commission will 
continue to refer to state commissions and 


accountant’s institutes, those cases where 
it finds accountants wilfully or knowingly, 
participating in the presentation of false 
statements and where it cannot itself 
disbar the accountants from practice be- 
fore the Commission. It will give a clearer 
definition of its acceleration policy, that is: 
the considerations which will influence it 
in permitting registration statements to 
become effective without waiting the full 
twenty day period after amendments are 
filed. By this means it will attempt to pro- 
mote improvements in matters as to which 
it cannot act by stop orders. Blough will 
continue his accounting releases. Neff will, 
I hope, persist in his efforts to induce 
lawyers to be terse. The Commission will 
continue to wrestle with prospectus re- 
quirements and will soon permit the use 
of much shorter prospectuses for well 
established companies. The Commission 
will not promulgate accounting classifica- 
tions for operating subsidiaries of regis- 
tered holding companies that are subject 
to state commissions or the Federal Power 
Commission. The Commission will con- 
tinue its efforts to develop a body of ac- 
counting principles through its decisions. 
These and other future steps such as the 
accounting provisions of the O’Mahoney- 
Borah Federal Corporation Licensing Bill, 
will engage our attention as they will 
yours. The Commission is making a study 
of investment companies, pursuant to a 
Congressional mandate. When its report 
is made to Congress, it will include, I 
believe, a recommendation for control of 
accounting, exceeding that given by the 
securities act. Whether it is wise or pos- 
sible to go the point of establishing uni- 
form classifications is yet to be decided. 
The Commission will continue to recognize 
the propriety of the profit motive in our 
present system, the necessity of industry 
to acquire capital through the issuance 
and sale of securities, the impropriety of § 
acquiring that capital, that is, other 
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peoples’ money, by misrepresentation or 
by anything short of fair and frank dis- 
closure of all the important facts. We shall 
continue to seek and when it seems wise 
to rely upon the codperation and advice 
of accountants, lawyers and representa- 
tives of industry. We shall try to be honest 
enough and brave enough to turn back 
when we discover we are on the wrong 
track. We ask you to recognize as we do, 
the difficulty of deciding many of our 
problems. We ask you to help us. We want 


you to write to us and to talk with us, to 
give us your advice and your ideas. You 
are largely free from bias or self interest 
or subservience to clients. As teachers of 
accounting, as students, as scientists in 
this complex business world of ours, your 
contributions can be of especial value. The 
task is worthy of the best there is in us. If 
it fails to bring us much money, let us re- 
member as Emerson told the students at 
Dartmouth many years ago: “Truth also 
has its roof, and bed, and board.” 


ACCOUNTING AND THE LAW 
A. A. BERLE, JR. 


a more systematic method of evolv- 

ing standard, but evolutionary, rules 
of accounting. The conclusion, if sound, 
follows from two premises. First, rules of 
accounting have become, in large measure 
rules of law. Second, that the present 
methods by which accounting theory is 
translated into the accounting rules—or, 
if you choose, into accounting practices— 
which thus enter the legal system, are not 
wholly satisfactory, especially in view of 
the results which now follow from that 
translation. By consequence, the task of 
developing a systematic yet flexible means 
of arriving at and recording the sound 
doctrine as it appears in the light of the 
knowledge of the day, takes the fore- 
ground as a major problem in the profes- 
sion of accounting. 


T: aim of this paper is to stimulate 


EMERGENCE OF ACCOUNTING INTO THE 
FIELD OF LAW 


John Bauer, writing eight years ago, 
accurately indicated that accounting de- 
velopment had paralleled, roughly, the 
enormous growth of business over the past 
half-century; and he concluded by in- 
sisting, also accurately, that the growing 


control of government over business 
furnished a powerful spur toward extend- 
ing the best private practice to all business 
units in similar fields. He, of course, had in 
mind the control exercised in the field of 
railroads, utilities, insurance and banking. 
Two years later, Mr. Frederick Fisher, of 
the New York bar, with some incidental 
assistance from the writer, took a some- 
what wider base, and attempted to collect 
the common-law decisions in which guilt 
or innocence, liability or non-liability, 
had been predicated upon a pure rule of 
accounting: the result proving both for- 
midable and a little surprising. In com- 
bination, administrative requirements and 
court decisions had built a not inconsider- 
able edifice upon the basis of “rules of 
sound accounting’’; and even had the dis- 
cussion stopped there, it was plain that 
this body of doctrine, unsystematized and 
indefinite, had assumed cardinal impor- 
tance as—may the phrase be excused?— 
super-judicial legislation. But the problem 
became minor by comparison with the 
results created through the legislation of 
the next few years. The National Securi- 
ties Act of 1933, under the guise of the 
simple phrases requiring disclosure of all 
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material facts and elimination of any facts 
which might tend to mislead in registra- 
tion statements and prospectuses, sub- 
tended very nearly the whole arc of 
accounting by the legal rule line. The 
power given the Commission to indulge its 
own views as to whether or not a set of 
accounts met the statutory requirements, 
very nearly made the newly-formed com- 
mission a synthetic czar in the accounting 
field: access to capital rested on confor- 
mity to the rules sanctioned by it; while 
liabilities, civil and criminal, might follow 
non-compliance. The Securities Exchange 
Act of 1934 carried the process still further 
as did certain strictly judicial determina- 
tions—as, for instance, the enlargement 
by decision of the effect of the Federal 
statute against use of the mails to defraud. 

At all events, the accountant had sud- 
denly come into his own, as a part of the 
mechanism of government control, though 
rather by the shot-gun route; and there he 
is likely to remain for some time to come. 
As a lawyer, I have to put my accounting 
books alongside of my Annotated Statutes 
and my digests of case-law, and so must 
the judge before whom I argue; at which 
point the real argument here to be made 
must begin. 

It will not, perhaps, be seriously argued 
that in 1933—or, for that matter, today— 
the phrase “sound accounting principles” 
did not describe a body of accepted doc- 
trine comparable, let us say, to any branch 
of common law, as, for instance, the law 
of contracts or corporations. The profes- 
sion was struggling nobly with the job of 
bringing the conception into reality. The 
Federal Reserve system had engaged the 
interest of A. P. Richardson to edit a re- 
port on accounting terminology, and a 
very capable Special Committee had pro- 
duced a Preliminary Report, which had 
been the subject of heavy discussion for 
some years. The Stock List Committee 


of the New York Stock Exchange, at 
which it is fashionable just now to take 
pot-shots, but without which very little 
in this field would have been accomplished, 
had, at the insistence of Mr. Frank Alt- 
schul, engaged Mr. George May as ac- 
counting consultant, and had begun to 
render a series of opinions in the field of 
corporate statements. Progress on many 
fronts was evident, but objectives were at 
once undefined and far away. Perhaps the 
preoccupation of accountants and busi- 
ness-men with problems of taxation (which 
are usually too specialized to be of general 
use in ordinary business accounting) had 
diverted too much attention to that field 
to allow of the more general development 
connoted by the enormous impact of the 


legal rules which suddenly came into being. 


In result, the groups of accountants which | 
assisted in drawing the forms and regula- 
tions for the Federal Trade Commission 
as predecessor of the S.E.C. in the Fall of 
1933, really found themselves faced with 
the job of codifying, unofficially, a huge 
field of accounting in a few weeks—and 
that in a profession which had only just 
begun to agree on terminology. It is a 
tribute, both to the men and to the solid 
thinking done by writers and students of 
accountancy, that they were able to 
handle the assignment. One recalls the 
plight of a legislative committee in a 
southern State which was asked to enact 
a comprehensive statute covering the law 
of sales. It took the not unintelligent 
course of adopting as its proposed law, the 
bulk of Professor Williston’s Treatise on 
Sales, and calling it square. But the law 
of sales has a history and a body of au- 
thority covering several centuries; whereas 
accounting moved out of the function of 4 
private convenience to business-men, into 
the legislative arena within a very few 
years. Perhaps it is as well that there was 
this force evolution from the academic} 
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discussion to the legal fact; all discussions 
do, sometime, have to crystallize. But it 
leaves for consideration the problem of 
progress from this point on. 

Now we might, to be sure, abandon the 
collective responsibility for further evolu- 
tion to the government agencies having 
power in the field. The banking depart- 
ments, the insurance commissioners, the 
F.D.1.C., the Comptroller of the Currency, 
the Federal Reserve Board, the Securities 
and Exchange Commission, and the 
Courts, will henceforth be issuing regula- 
tions, rulings, informal opinions, formal 
decisions, and so forth, which, aggregated, 
will form a growing body of authority; 
and the accountants’ journals can criticize, 
arrange and group this material. But I 
venture to question whether this will 
suffice, and to lay out some of the dangers. 
Since the S.E.C. is probably the most 
effective force which today is thrusting 
accounting rules into the legal structure, 
let me take that mechanism as illustration. 

Every administrative body has a specific 
job to do, and serves a special interest. 
That is why it is there. Its views on ac- 
counting, accordingly, are conditioned by 
its desire to reach that result, rather than 
by any interest in the healthy growth of 
accounting as a whole. No one who has 
read Professor Bonbright’s classic treatise 
on judicial valuation can fail to have ac- 
cepted his major conclusion, namely, that 
in the realm of valuation, the ‘‘sound” 
accounting rule varied entirely with the 
purpose for which the valuation was to be 
used. Consciously or otherwise, the result 
to be obtained reached backward. For the 
purpose of a stock issue, the basis of valua- 
tion was largely that of historical cost; for 
rate-making, that of current appraisal, 
arrived at in any one of several ways; for 
taxation, still another basis appears; for 
a reorganization plan, a new set of factors 
turn up. The illustration is no doubt ex- 


treme, because more divergence is possible 
in dealing with value or worth—largely 
because it is matter of opinion, and sub- 
jective in quality—than in any other; but 
in greater or less degree, the same situation 
appears whenever accounting ceases to be 
a mere record of an historical transaction 
solely in cash. The theory of disclosure 
to an investor under the registration pro- 
visions of the S.E.C. acts in itself offers a 
specialized objective. Before the commis- 
sion can ask what that investor ought to 
know, it must ask why he ought to know 
it. Plainly, because he may be asked, or 
may wish, to buy or to sell a security. At 
once a theoretical student has to note a 
reservation. 

For instance, it might be entirely in 
order, as a protection to prospective 
buyers of utility securities, to insist on a 
variety of adjustments tending to indi- 
cate lower plant values, higher charges to 
current maintenance, and so forth. This 
might, at the same time, be the worst dis- 
service possible to existing security holders 
whose interest in income would lead them 
to build up the capital account as a basis 
for obtaining higher rates. It might be of 
real importance to portray a stock issue as 
risky to potential buyers at the very mo- 
ment when another group of public in- 
terests was strenuously pressing for equity 
financing instead of bond—or debt— 
financing. Even within the investors’ field 
alone there are ineluctable conflicts. Where 
no-par stock, or nominal-par-value stock 
is concerned, the existing shareholders who 
may have paid real value for their hold- 
ings, are interested in maintaining their 
contribution; while incoming shareholders 
are interested in coming in at the lowest 
price possible. Instances could be in- 
definitely multiplied: the point need not 
be labored. There is always danger, where 
accounting rules are made by specialized 
administrative tribunals, that the result- 
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ing body of doctrine may be lop-sided, if 
not positively dangerous; however con- 
scientiously the rulings have been made 
from the point of view of the administra- 
tors making them. 

Even more of a problem is the process 
by which these decisions—now become 
authoritative—are made. 

In practice, accounting points are 
usually raised by the S.E.C. in the form 
of a “deficiency letter,” which is sent to an 
applicant who desires to register securities 
for sale after his registration statement has 
been filed and gone over by the examining 
unit. At this point the registrant, or his 
counsel, decide either that they will com- 
ply with the suggestion implied in the 
deficiency letter, or that someone will go 
to Washington to argue the matter out 
with the sub-examiners, carrying the dis- 
cussion on (if there is failure to agree) 
with any senior officer of the commission 
he can get to listen to him. So far, so good; 
but the next phase is not so simple. If 
agreement is not had by this informal 
process, the registrant has only one of 
three courses open. He may comply, ir- 
respective of what he thinks about it; or 
he may withdraw his registration and 
abandon his financing; or he may stand 
his ground and go to a hearing under 
Section 8-d of the Act to determine 
whether a stop-order should issue on the 
ground that he is trying to sell securities 
under a fraudulent set of representations. 

One need be no fortune-teller to state 
in advance what the applicant will do. If 
he can, he will comply. If need be, he will 
abandon the business. Only if he is a 
merely irresponsible swindler will he, or 
can he afford to, try out an issue of ac- 
counting in the form of a hearing to deter- 
nine whether or not he is about to commit 
a fraud. The result, naturally, is that most 
questions of accounting are settled by 
the star-chamber process, and chiefly by 
sub-examiners. Business-men who have 


any reputation do not put themselves in 
the position of putative swindlers merely 
to determine matters of accounting. The 
determinations so taken are non-review- 
able. Theoretically, of course, one could 
fight it out before the Commission, which, 
in practice, will support its technical staff 
as a matter of course, and then have the 
stop-order which has already issued and 
destroyed the business-man’s reputation, 
as well as the prospect of successful financ- 
ing, reviewed by the District of Columbia 
courts. But no sane man would follow that 
program; for a victory would be as dis- 
astrous as a defeat. 

Now this, it is submitted, is not a satis- 
factory state of affairs. Specifically, 

(1) Decisions so made are not recorded § 
or available to others as a guide of conduct | 
or a basis of informed criticism and com- 
ment; 

(2) They are by no means necessarily § 
uniform, reasoned, systematic, or grounded 
on anything other than the feeling of the 
examining staff; 

(3) They are not reviewed by any com- 
petent authority, nor susceptible of being 
so; and . 

(4) There is no procedure leading to the 
conclusion that such decisions are valid 
precedent rather than purely arbitrary 
determination, depending on the capabil- 
ity and integrity of the Commission staff 
at any given moment. . 

Yet there, at the present writing, is the 
mechanism by which rules of accounting 
are determined and, for all practical pur- 
poses, written into the living law, by the 
administrative agency having the greatest 
degree of control over the accounting pro- 
fession save in a few specialized fields. Had 
the common law been developed in any 
such fashion, its major glory—the con- 
stant self-criticism which it engendered, 
and which has at all times been its safe- 
guard, its forward light and its intellectual 
fertility—would never have come into 
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existence. The criticism of process is fun- 
damental. It matters not a whit that de- 
terminations may have been made (I 
think they have been made) with a high 
degree of integrity and competence. It is 
of little consequence that occasional for- 
mal decisions on accounting points have 
been publicly rendered by the Commission 
in connection with some fly-by-night who 
had nothing to lose anyhow and therefore 
elected the obviously futile course of fight- 
ing a stop-order before the full commis- 
sion, so that we have a few determinations, 
chiefly by way of obiter dicta in fraud cases 
which should have been stopped in any 
case. The plain fact remains that effective 
accounting rules are made im camera, 
without system, without effective submis- 
sion to criticism, with little guaranty 
against arbitrary determination, and with- 
out the continuous and open self-exami- 
nation which must go into rulings which 
attain to the sanction and dignity of law. 


METHOD OF SYSTEMATIC EVOLUTION 
OF ACCOUNTING PRINCIPLES 


It is proper, here, to take temporary 
leave of the S.E.C., which in any case was 
selected only because it happened to be 
the broadest mark on an over-full horizon, 
and to attempt a more constructive at- 
tack. Since we are dealing with accounting 
rules or determinations which serve as a 
basis for legal action, disability or liability, 
a lawyer may be pardoned for importing 
the technique of his own profession, on 
the chance that it may prove useful to the 
newer, but sister profession which has 
thus suddenly converged. Yet a lawyer 
may as well keep his humility; for we are 
in an area where the common law itself 
is making heavy weather. Having come 
through a crisis of major difficulty in the 
Seventeenth Century, the theory of the 
rule of law (as contrasted with administra- 
tive processes, boiling down to govern- 
ment by men) is again under bitter criti- 


cism now in the middle of the Twentieth 
Century. So it will not do to be dogmatic 
in the now mixed economico-legal terri- 
tory which goes by the name of account- 
ing. 

Where a government body has power 
to make an effective rule in any particular 
case, we have come to expect at least two, 
and possibly three, safeguards which are 
also development mechanisms. These are, 
in order: (1) The opportunity for full 
argument, afforded both sides; (2) The 
requirement for a publicly announced, 
reasoned decision; (3) Review upon appeal 
to a higher tribunal. It may be granted 
at once that a conscious attempt has been 
made, in recent years, by certain influences 
in the law to eliminate some, if not all, 
of these safeguards, and to deify the ad- 
ministrative process in and of itself. But 
this school of thought, is so obviously an 
extreme as applied to American conditions 
that it cannot be taken as a permanent 
guide in building the intellectual frame- 
work of the newest branch of law, which 
accounting really is. In any event, the 
classic model appears the more useful 
for our purposes. 

There are, taken together, at least sev- 
eral dozen administrative agencies (exclu- 
sive of tax or revenue units) which today 
make law on accounting matters. Beside 
the S.E.C. in its registration work under 
the 1933 Act, and under the 1934 Act, 
there is the New York Stock Exchange, 
making determinations under its power to 
list or delist, and more incidental deci- 
sions under the little-known but highly 
useful institution of the Miscellaneous 
Calendar of the Stock List Committee. 
There is the Interstate Commerce Com- 
mission with jurisdiction over railway 
accounting; the Federal Communications 
Commission with less defined but still 
material power over Telephone and Tele- 
graph matters; the Federal Power Com- 
mission in respect of still other areas. The 
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Federal Reserve Board has considerable 
latitude in accounting problems of banks 
and Trust companies; and there are end- 
less state commissions in other depart- 
ments. 

It should be within the realm of possi- 
bility to create a Board of Accounting Ap- 
peals to which accounting questions could 
be referred, and which, by training, per- 
sonnel, and equipment was capable of 
rendering swift decision on such problems. 
The body might be either formal or in- 
formal, provided it were authoritative; 
for what is needed, here, is not so much a 
judicial proceeding, as an authoritative 
statement of the best prevailing thought. 
It should be so set up that it could decide 
a specific problem—as, for example, the 
dispute referred to between an administra- 
tive examiner and a registrant who felt 
he was right but did not care to have the 
matter tried out by putting his honesty 
on trial. It should also be so placed that it 
could render advisory opinions in advance 
of a controversy; or for general applica- 
tion. It ought not to follow the doctrine 
of stare decisis as do common-law courts; 
that is, precedent should not be binding. 
Rather, we ought to borrow from the ex- 
perience of our European friends who prac- 
tice the Roman law, and follow the sys- 
tem by which the writers, the scholars, 
the commentators, are as persuasive 
authority as are the decisions of the group 
itself. Just as, in older days in England, a 
jury of merchants was occasionally con- 
vened to set out, for the benefit of the law 
which was then adopting the custom of 
merchants into its orbit, the actual fact 
of that custom, so today we could profit- 
ably have a continuous mouthpiece for 
the best applied thought in accounting. 
To it any body dealing with accounting in 
the public interest might refer—and, per- 
haps, should be obliged to refer. We should 
then get a body of accounting authority 
which was properly argued, publicly an- 


nounced, and responsible at the bar of the 
profession. 

If this suggestion seems to take in too 
much area, we might work out a series of 
less ambitious, though less satisfactory, 
experiments. For instance, there is no 
real need for the S.E.C. to determine ac- 
counting questions only as incidents to a 
stop-order proceeding. In many cases 
neither the Commission nor any party 
really believes that there is a question of 
intent to mislead when in fact the issue is 
whether this or that item of income was 
or was not non-recurrent; whether a spe- 
cific expense cost should be capitalized, or 
whether a plainly historical entry of cost 
imparts a present-day appraisal. The dis- 
pute in any of these cases may be a differ- 
ence of opinion. Indeed, in many situa- 
tions there is a real problem whether the 
record deals with so-called “‘facts” at all; 
for there is no distinct line between fact 
and estimate or judgment in many of these 
matters. If, therefore, a central accounting 
Board seems too visionary, we might make 
progress, so far as the S.E.C. is concerned, 
by having a special division to rule on 
problems of accounting and to issue pub- 
lished opinions after hearing argument— 
thereby at least creating a clear and grow- 
ing body of available precedent—again, 
preferably, without the constriction of any 
rule of stare decisis to inhibit further devel- 
opment as new light may appear. To such 
a division should be assigned the task of 
ruling on the accounting provisions of new 
regulations, of new forms, and of changes 
in old forms. Then, and not until then, 
will we begin to have something more 
satisfactory in the way of effective ac- 
counting opinion. 

Implicit in either the more or the less 
ambitious plan is the hope that account- 
ants will continue to be fertile in theoreti- 
cal and professional discussion. Granted 
open, reasoned decision, and the profes- 
sional comment, criticism, and review be- 
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gins to operate. The only places where the 
United States Supreme Court can be 
overruled are the Law Schools and the 
Law Reviews. The only practicable 
method of checking a foolish or unwise 
administrative ruling on accounting is in 
the technical journals and the proceedings 
of the associations. In the law, we know 
that the long process of recorded study 
ultimately serves as a corrective upon the 
most powerful courts; and the case for 
that correction is infinitely stronger in a 
relatively new field like that of account- 
ancy. Wanting that continuous interplay 
of professional opinion and quasi-legal 
decision, your profession may well slip 
into a morass quite as deep as the valley 
from which it has climbed: having freed 
itself from the chains of servitude to busi- 
ness-men, it may, all too easily, find itself 
merely the ciphering agency for virtually 
unreviewable bureaucrats. It took time to 
teach merchants that they could not give 
orders to accountants as to what their 
figures should show; and the profession 
must never drop to the point where its 
members are in demand primarily because 
their opinions will change whenever a sub- 
examiner, for reasons not put on the 
record, wishes a different arrangement of 
figures. 

From the strict legalistic point of view 
there is real reason for wishing this slow, 
steady, self-critical erection of accounting 
theory. For an accountant has both the 
power and the duty to look behind the 
strict legal line in drawing his conclusions 
—a power which lawyers can use only at 
hazard, and rarely with authority. For 
instance, a lawyer is taught that corpora- 
tions are separate entities, irrespective of 
their stock ownership. If therefore X cor- 
poration sells its merchandise to Y cor- 
poration, which X happens to control as a 
subsidiary, the lawyer has to regard the 


transaction as a sale. From his point of 
view, title did pass from X to Y, and that 
settles it. The resulting liability is a debt 
from Y to X; and that settles that. But the 
accountant can go behind the returns. He 
does not, because of that fact, have to 
assume that the resulting debt is an ac- 
count receivable; or, for that matter, 
that the sale is a commercial sale, classifi- 
able with other transactions in ordinary 
course of business. The lawyer may be 
right about the technicality of the title- 
passing and debt-creation; but the legal 
christening does not make the transaction 
a true conversion of inventory into col- 
lectible liability. Whereupon a good ac- 
countant will segregate the item and 
separately record or record or explain it. 
A banker may “pad” his position by ac- 
cepting a year-end deposit, designed to be 
kept separate and returned to the deposi- 
tor after New Year’s day. A lawyer may 
advise that the relation of debtor and 
creditor—banker and depositor—is thereby 
created. An accountant, if he knows the 
facts, knows better, and declines to allow 
the padding. A lawyer, advising a dividend 
policy, must rely on the accountant to tell 
him whether or not there is surplus justify- 
ing the dividend. An accountant can and 
must show him the way, or the limitation. 
It is not too much to say that in certain 
directions, the progress of the law is 
through accounting,—just as a century 
ago, its progress lay through the custom of 
merchant-bankers, whence comes our en- 
tire jurisprudence of banking, negotiable 
instruments, and what is known as the 
law-merchant. No, we need the accountant 
quite as much for our own enlightenment 
and evolution as for his own peculiar con- 
tribution. But we need the cross-fertiliza- 
tion as a schematic, systematic body of 
doctrine; and that is to be had only by 
guarding the manner of its growth. 
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TESTS FOR PRINCIPLES 


A. C. LITTLETON 


HE word “principles” has undoubt- 
| edly been overworked in accounting 
literature. It has been extensively 
used by both accounting practitioners and 
academic writers with little discrimination 
in the context between the truths of ac- 
countancy (the expressions of fundamental 
reality upon which right doing rests) and 
the practices of accountants (the cus- 
tomary ways of doing what needs to be 
done). 

Each book usually contains a mixture 
of axioms, conventions, generalizations, 
methods, rules, postulates, practices, pro- 
cedures, principles, and standards. These 
terms cannot all be synonyms. And little 
effort has been expended in showing that 
they are not, although the need for sepa- 
ration becomes more apparent as time 
passes. 

In a treatise for educational use, inclu- 
siveness may be necessary so that account- 
ing will be presented as a whole. But the 
student cannot be well trained in clear 
thinking unless the elements out of which 
the subject matter is constructed are 
clearly distinguished one from another. 
And whenever the freedom of the practi- 
tioner to vary his procedure according to 
the circumstances in the case comes in 
question, it is still more important to be 
able to distinguish unchanging truths 
from variable practices. Consequently it 
is a notable advance that this conflict of 
terms has been resolved into two carefully 
differentiated categories: rules and prin- 
ciples. 

There is a growing movement, in the 
interest of clear thinking and orderly prac- 
tice, toward the formulation of concise 


1 “To what extent can the practice of accounting be 
reduced to rules and standards?” Gilbert R. Byrne, 
Journal of Accountancy, November, 1937. 


propositions regarding accounting. This is 
a healthy development, for it is as benefi- 
cial to see an art compressed into its basic 
elements as to view its manifold ramifica- 
tions and variations. Each of these aspects 
is complementary to the other, and both 
need to be held in mind for true compre- 
hension. But it is a task of some moment 
to classify numerous propositions as either 
rules or principles, for none of them can 
be both. To do so we need more than dic- 
tionary definitions. We need a test by 
which to recognize a proposition as a 
statement of accounting principle; those 
propositions which do not meet the test 
may be useful statements of accounting 
rules. 

A most helpful test, recently proposed, 
rests upon the doctrine that every funda- 
mental principle will be found to be ex- 
pressive of a coercive or compelling force 
which carries a penalty for violation of 
the principle.? The penalty for disregard 
for the principles of health is death; the 
penalty for ignoring the principles of 
engineering is the collapse of a structure; 
the penalty for neglect of the principles of 
business (expressed as principles of ac- 
counting) is the failure of the enterprise. 
“The principles of accounting,” writes 
Mr. Byrne, “are characterized by their 
coercive or compelling quality because in- 
herent in accounting principles are busi- 
ness laws which must be obeyed if in the 
long run the enterprise is to survive.” 

The coercive force, it will be observed, 
is lodged in economic law, not in account- 
ing. Bad accounting and materially defi- 
cient financial statements are false guides 
to judgments and policies. Bad judgment 
and erroneous policy in business affairs 
bring penalties in their train. Good judg- 


2 Gilbert R. Byrne, Joc. cit., p. 371. 
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ment and sound policy rest in a large meas- 
ure upon correct and dependable informa- 
tion, much of which must come from good 
accounting and correct, understandable 
financial statements. 

Accounting principles, then, express 
fundamental truths about a business en- 
terprise. But how are truths to be recog- 
nized as such? There are two ways, if we 
may omit a third possibility—testimony 
of creditable witnesses—since this usually 
has to do with establishing the facts about 
occurrences which are in dispute. 

One way of recognizing a truth is ex- 
periment and observation. When a phe- 
nomenon is viewed repeatedly and similar 
circumstances repeatedly accompany a 
given result, the conclusion is reached that 
these results follow these circumstances. 
We are faced with a truth; if we are re- 
sourceful, this truth can be expressed in a 
verbal statement or compressed into a 
mathematical formula. 

It is this method which gives us most of 
our fundamental knowledge. In account- 
ing, as elsewhere, the fruits of practical 
experience ripen into generalizations which 
not only represent that experience, but 
also serve as points of departure for fur- 
ther search for truth. 

But in fields of knowledge like account- 
ing where controlled experimentation is 
impossible, truths which are derived solely 
from unorganized experience may need 
further testing than that given by the ap- 
parent consensus of unassociated observ- 
ers. 

The further test is found in subjecting 
the observed truths to logical analyses in 
which the conclusions are tied into accept- 
able premises. This is the second way of 
recognizing truth. 

Fundamental truths in accounting, 
therefore, may either be generalized out of 
practical experience or deduced from 
stated premises which are accepted as true 
in themselves, or proved to be true by 


argument. In the one case the propositions 
are considered as truths because experi- 
enced men agree that out of various pos- 
sibilities these are the most desirable, the 
most descriptive of what seems best. In 
the other case the propositions are con- 
sidered as truths because they follow, by 
logical analysis, from prior propositions 
which are obviously true. When both 
methods yield similar results we may feel 
sure we have obtained an expression of 
fundamental truth. 

Behind propositions of the first class 
are the habitual actions and customs of 
business men and accountants. Out of 
their experiences generalizations emerge 
which epitomize the soundest practices 
from among many instances. 

Behind propositions of the second class 
are statements of ideas or theories offered 
as truths which, when accepted as pre- 
mises, form the bases for drawing logical 
inferences regarding further truths. 

Obviously the two processes of general- 
izing from experience and inferring from 
premises work hand in hand. Convictions 
derived inductively from the particulars of 
experience may form the premises from 
which to derive, deductively, additional 
convictions; and conclusions reasonably 
inferred from acceptable truths may be- 
come the expression of accepted standards 
of practice. 

It is particularly important, however, 
that these two reasoning processes be in 
one’s consciousness side by side because 
the weakness of the one is tested by the 
other. Every-day action will often proceed 
upon insufficient knowledge of what is the 
accepted practice suited to the situation, 
or pass over an unperceived difference in 
cases. Faulty judgment may often be fore- 
stalled by putting the propositions in- 
volved to the test of their logical relation 
to antecedent premises and assumptions. 
On the other hand a skillfully arranged 
chain of deductive inference may lead 
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to a conclusion that will not work well 
under existing limiting conditions. We say 
the conclusion is impractical, inexpedient, 
unconservative, not realistic. But a reali- 
zation of the logic of the circumstances 
need not be useless even then, for it will 
have increased our care in weighing the 
reasons for doing otherwise than logic and 
consistency might dictate. 

There are several ways of arranging 
propositions to examine their logical in- 
terdependence. But for the purpose of 
illustrating this way of testing an account- 
ing truth or of discovering the extent of 
its coercive nature, the form chosen is the 
hypothetical syllogism. This consists of 
(1) a major premise which expresses a 
condition (the antecedent) and a result 
(the consequent), (2) a minor premise 
which either affirms the antecedent or 
denies the consequent, and (3) a conclu- 
sion which is logically valid if the minor 
premise truly affirms the antecedent or 
truly denies the consequent. Consider this 
example. 

Major Premise: (antecedent) If verifi- 
able events like bargained prices consti- 
tute the best objective evidence of the 
reality of new values, (consequent) then 
revenue from actual sales is a valid reali- 
zation of profit. 

Minor Premise: (affirming the ante- 
cedent) The best objective evidence of the 
reality of new value (profit) is found in 
verifiable events. 

Conclusion: (the consequent is true) 
Therefore revenue from actual sales is a 
valid realization of profit. 

The syllogistic form may seem stilted 
in comparison with the usual manner of 
speaking. We would probably say: “‘Reve- 
nue from sales is a valid realization of 
profit because sales, being verifiable as 
bargained prices, constitute objective evi- 
dence of the appearance of new values.” 
But for some purposes the technical ar- 
rangement is an advantage, for it more 


clearly marks out the propositions that 
must be proved or accepted before the con- 
clusion will follow, and it makes more un- 
likely a failure to prove the minor premise. 
Careful statement of the propositions is 
also desired so that underlying assump- 
tions may be revealed and scrutinized, for 
of course if a premise rests upon an unac- 
ceptable assumption, the premise cannot 
be true and a conclusion derived from it 
cannot be valid. 

In the sections that follow a selection of 
accounting principles not heretofore for- 
mulated in this phrasing are experimen- 
tally subjected to logical analysis in order 
(1) to show what kind of propositions must 
also be accepted if the “principle” is to 
be accepted, and (2) to put certain prac- 
tices to the test of logic as well as that of 
general acceptance. 


COST AND REVENUE 


Assumptions: (a) That business enter- 
prises are distinct economic entities re- 
gardless of their legal form; and (b) that 
economic entities (business enterprises) 
are subject to managerial control. 

These assumptions must be previously 
accepted or the premise to follow cannot 
be accepted, for without these assump- 
tions (1) there would be no basis by which 
accounting could separate certain facts 
(those applicable to an enterprise) from 
all facts, (2) accounting would be unable 
to record economic facts in the same man- 
ner for individual proprietorships and 
corporations, and (3) without manage- 
ment (or its distant authority, investors) 
there would be little or no use for such 
facts as accounting might attempt to 
record. 

Major Premise: (antecedent) If the 
facts most essential for the formation of 
sound managerial policies for a business 
enterprise are periodic, matched costs and 
revenues, (consequent) then periodic costs | 
and their related revenues are the most 
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important data for accounts to produce. 

If the antecedent is accepted, will the 
consequent follow? It seems so, for ac- 
counting is a fact-recording instrument for 
economic enterprises, and as such deals 
with such facts as may be of importance 
to the enterprise. But can the antecedent 
be afirmed? The minor premise indicates 
that it can. 

Minor Premise: (affirming the anteced- 
ent) Periodic, matched costs and reve- 
nues are the most essential managerial 
facts of an economic enterprise. 

Argument: Is this premise acceptable? 
There are diversified wants of vast extent 
capable of being satisfied if suitable use- 
values are but contrived. To contrive 
these use-values capital and labor are 
combined into economic entities (business 
enterprises). Those who are responsible 
for the operation of an economic enter- 
prise need to have (1) a quantitative ex- 
pression of the sacrifices made in prepar- 
ing to render economic service (i.e., aggre- 
gate purchase price or cost), and (2) a 
quantitative expression of the reception 
which users accord that service (i.e., 
aggregate selling prices or revenue). 

The reason that operators need these 
facts above all else is that management 
has to make many choices and decisions 
which condition the contriving of use- 
values. In order to make the necessary 
choices wisely, the leaders of a business 
enterprise need a means of translating 
heterogeneous economic events (transac- 
tions) into homogeneous data so that the 
sacrifices being made in order to be able 
to render service and the reception given 
the service may be summated, compared, 
and visualized. Money prices have long 
been the accepted means of securing homo- 
geneity of business transactions. Faulty 
though bargained prices may be in ex- 
pressing deep-lying use-values, no better 
means have been devised through cen- 
turies of experience. 


If this argument is convincing that 
management needs essential facts as a 
basis for its judgments and that bargained 
prices of services acquired and bargained 
prices of services rendered constitute the 
most available form of these essential 
managerial facts, then the minor premise 
will be acceptable. Since the minor premise 
successfully affirms the antecedent, the 
conclusion inherent in the consequent is 
valid. 

Conclusion: Periodic costs and their re- 
lated revenues are the most important 
data for accounts to produce.® 


OUTLAY-COST 


Assumption: That unrestricted mana- 
gerial choices under free competition are 
characteristic of our economic life. 

This assumption underlies the following 
premise and if it is not acceptable the 
premise falls because the careful measure- 
ment and record of managerial choices 
(costs) are not needed where choices are 
dictated other than by the pressure of the 
competition of new ideas and new services. 

Major Premise: (antecedent) If the ag- 
gregate costs incurred to secure the serv- 
ice-input of a business enterprise consti- 
tute an important quantitative measure of 
managerial choices made with the intent 
of affecting revenue, (consequent) then 
the only cost recognized in accounting for 
record purposes will be outlay-price (his- 
torical cost). 

3 Cf. (1) “Accounting is not essentially a process of 
valuation, but the allocation of historical costs and rev- 
enues to the current and succeeding fiscal periods.” 
Stated as a fundamental axiom in “‘A Tentative State- 
ment of Accounting Principles” by the American Ac- 
counting Association, the AccounTING REvIEw, June, 
1936. (2) “‘The division of the life of a business enter- 
prise into fiscal periods has created the problem of de- 
termining the income of the enterprise for each fiscal 
period. This determination is a most important task of 
accounting. . . . All income and all expense should be 
correctly allocated to the periods to which they apply.” 
A Statement of Accounting Principles, Sanders, t- 
field, and Moore, p. 25. (3 3 “Accounting is essentially 
the allocation of historical costs and revenues to the 
current and su periods.” Prize essay by 


cceeding 
Gilbert R. Byrne, Journal of Sisandiahes November, 
1937, item No. 1. 
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The consequent follows from the ante- 
cedent because “‘cost recognized in ac- 
counting” is the equivalent of ‘“‘quantita- 
tive measures of managerial choices.” The 
minor premise affirms the truth of the 
antecedent. 

Minor Premise: Costs incurred do con- 
stitute important measures of managerial 
choices. 

Argument: Is the minor premise genu- 
ine? Under competition, selling prices tend 
in the long run toward the marginal cost 
of production as losses eliminate old com- 
petitors and as substantial profits invite 
new competitors. Pressure from competi- 
tion is thus transmitted quickly into lower 
costs, and the release of competitive pres- 
sure is transmitted quickly into increased 
costs designed to widen the individual 
enterprise’s profit margin in the existing, 
or an increased, volume of business. In 
responding to changing competition, the 
management makes choices of various use- 
ful elements which in turn cause costs to 
be incurred as the chosen goods and serv- 
ices are contracted for or received. Sub- 
sequent clear judgments regarding the 
effectiveness of these choices must rest 
upon some quantitative expression of the 
decisions, for otherwise various choices 
could not be compared. 

Conclusion: The only cost recognized in 
accounting for record purposes will be 
outlay-price (historical cost). 


REALIZATION 


Assumptions: (a) That the business en- 
terprise, in whose service accounting 
makes its principal contribution, is a 


4 Cf. (1) “A history of cost and cost amortization is 
a consistent record of actual occurrences measured ac- 
cording to an intelligible formula, and constitutes an 
essential starting point in financial interpretation.” 
Statement in the text, American Accounting Associa- 
tion, loc. cit., (2) ‘‘A reliable historical record must be 
made of all transactions of the business; but this record 
must also be analytical, or susceptible to subsequent 
analysis, to preserve the necessary distinction between 
capital and income.’”’ Sanders, Hatfield, and Moore, 
op. cit., p. 113. 


going concern; (b) and that figures repre- 
senting bargained prices can symbolize 
revenue and cost realities. 

These assumptions are necessary to the 
premise because without going-concerns 
the periodical tests of interim profits 
which so occupy accounting would be un- 
necessary, and because accounting could 
not then carry out its major function of 
symbolizing objective reality. It is beyond 
the power of accounting to express sub- 
jective reality such as the enjoyment of 
satisfactions. 

Major Premise: (antecedent) If verifi- 
able events like bargained prices consti- 
tute the best objective evidence of the 
reality of new value, (consequent) then 
revenue from actual sales marks the reali- 
zation of profit (or loss). 

If the antecedent is accepted, the conse- 
quent follows because the bargained prices 
of actual sales to solvent debtors are veri- 
fiable events. But can the antecedent be 
accepted? The affirmative minor premise 
says that it can. 

Minor Premise: Verifiable events do 
constitute the best objective evidence of 
the reality of new values. 

Argument: Is this premise true? Busi- 
ness results (revenue) are what we receive 
for what we give (output). Why test the 
results? Because reality of profit is not 
assuredly present at all times. If total 
liquidation of the enterprise were com- 
pleted, if final consumption had taken 
place, perhaps these would be sufficient 
to confirm the profit or benefit. But in- 
terim judgments cannot await the ulti- 
mate; we must have some basis of testing 
the reality of profit now. No indecisive 
test—unchecked personal opinions of 
values, unrestrained optimistic hope of 
profit—could be accepted as a dependable 
basis for important decisions such as mak- 
ing investments, declaration of dividends, 
petition in bankruptcy; only decisive tests 
which rest upon verifiable facts are satis- 


clear’ 
sectic 
shoul 
and 1 
If 
conse 
becat 
amou 
place 
begin 
as to 
paid 
debts 
repre 
quire 


°C 
should 
recogn 
Associ 
realize 
it is de 
course 
are suc 
ably a 
incom 
ice is 
Hatfie! 


facto 
meet 
a wil 
ing t 
the 
each 
agreé 
stan 
elimi 
an 
Co 
mark 
M 
agen 
equi 
with« 
amo 
and 
Ca 
mino 


Tests for Principles 21 


factory. Bargained prices in actual sales 
meet these conditions, for they reflect the 
combined, but independent, judgments of 
a willing buyer and a willing seller regard- 
ing the value involved at the moment in 
the transaction. When two individuals 
each directed by self-interest reach an 
agreement, the judgment of the one sub- 
stantiates the judgment of the other and 
eliminates the bias which might exist in 
an uncorroborated opinion. 

Conclusion: Revenue from actual sales 
marks the realization of profit or (loss).5 


NET WORTH 


Major Premise: (antecedent) If the 
agent used in producing a result should be 
clearly distinguished from the result pro- 
duced, (consequent) then the net worth 
section of the corporation balance sheet 
should clearly distinguish invested capital 
and undivided profits. 

If the antecedent is accepted, will the 
consequent follow? It seems that it will 
because invested capital represents the 
amount of economic and financial agents 
placed under management with which to 
begin the work of the enterprise (as well 
as to serve as a fund which is not to be re- 
paid to the contributors while preferential 
debts exist), and because undivided profit 
represents the amount of new assets ac- 
quired from profitable operations, the 
equivalent of which may be withdrawn 
without constituting a reduction of the 
amount of the fund originally put to work 
and pledged against repayment. 

Can the antecedent be affirmed as the 
minor premise indicates? 

5 Cf. (1) “The income statement for any given period 
should reflect all revenues properly given accounting 
recognition... Item No. 8, American Accounting 
Association, loc. cit. (2) “The income shall include onl 
realized profits in the period during which realized; prof- 
it is deemed to be realized when a sale in the ordinary 
course of business is effected, unless the circumstances 
are such that collection of the sale price is not reason- 
ably assured.” Byrne, Joc. cit., item No. 4. (3) “Only 
income realized by the sale of good or rendering of serv- 


ice is to be shown in the income statement.” Sanders, 
Hatfield, and Moore, op. cit., p. 114. 


Minor Premise: The agent should be 
distinguished from the result. 

Argument: Without distinguishing agent 
and result, cause and effect, it will be im- 
possible to judge the effectiveness of the 
one or the extent of the other. And since 
no productive agent would be put in op- 
eration by management without a con- 
templated result, or continued in opera- 
tion without some prospect of knowledge 
of its effectiveness, the inability to sepa- 
rate the two factors would effectively pre- 
vent any attempt at production and any 
investment in the corporation by the 
public. 

Conclusion: The net worth section of the 
corporation balance sheet should clearly 
distinguish invested capital and undivided 
profits.® 

Corollary: Invested capital as stated in 
the balance sheet must be considered to 
indicate an amount of assets which will be 
returned to the stockholders only in the 
event of liquidation of the enterprise after 
paying the debts or for a pro rata cancella- 
tion of outstanding shares; undivided prof- 
its as stated in the balance sheet must be 
considered as the measure of the assets 
which may be disbursed to stockholders 
at the discretion of the directors. 


EARNED SURPLUS 


Major Premise: (antecedent) If earned 
surplus is the only item in the net worth 
section of the corporation balance sheet 
indicating undivided, undedicated, unre- 


6 Cf. (1) “Two major subdivisions of the capital of a 
corporation should be recognized: paid-in capital and 
earned surplus. Subdivisions of each section should ap- 
pear as may be appropriate.” Item No. 14, American 
Accounting Association, loc. cit. (2) ‘‘Capital-stock and 
capital-surplus accounts, taken together, should repre- 
sent the net contribution of the proprietors to the 
enterprise.’”’ Item No. 6, Byrne, Joc. cit. (3) “Surplus in 
its broadest meaning may be defined as the amount by 
which the total amount of the equity of the stockholders 
of the corporation exceeds the amount of the legal capi- 
tal. Surplus should be shown as a constituent part of 
net worth. It should, however, be kept distinct from 
— stock.” Sanders, Hatfield, and Moore, op. cit., 
Pp. 74. 
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served profits, (consequent) then all other 
items in the net worth section in whatever 
detail displayed (except earned surplus 
reserves) are related to invested capital. 

If the antecedent can be successfully 
affirmed by the minor premise, the conse- 
quent must be accepted, because by Prop- 
osition 4 above, the net worth section 
contains only two elements, a measure of 
investment and a measure of accumulated 
profits (or withdrawable assets). 

Minor Premise: Earned surplus is the 
only item indicating undivided, undedi- 
cated, and unreserved profits. 

Argument: The acknowledged impor- 
tance to directors, investors, and the 
public generally of a knowledge of the 
results which management obtains from 
the active use of economic property makes 
it clear that a representation of accumu- 
lated profits (withdrawable assets) needs 
to be given in some one item. After several 
years of deliberation in committee, the 
American Institute of Accountants in 
1930 gave its approval to a definition of 
Earned Surplus designed to make it the 
one account reflecting accumulated, real- 
ized profits. The use of earned surplus 
account has since then become an accepted 
practice in professional accounting and 
its frequent appearance in published bal- 
ance sheets shows that it is also being 
rapidly accepted by corporation officers. 

Conclusion: All items in the net worth 
section of the corporation balance sheet 
other than earned surplus and earned sur- 
plus reserves are related to invested capi- 
tal.’ 

7™Cf. (1) “Earned surplus should be credited or 
charged only with the following: the balance of the 
income account, as periodically reported; distributions 
to stockholders; .... Earned surplus should include 
no credits from transactions in the company’s own stock 
or transfers from paid-in capital or other stock account.” 
Item No. 18, American Accounting Association, loc. cit. 
(2) ‘‘Earned surplus should represent the accumulated 
earnings of the business from transactions with the 
public, less distributions of such earnings to the stock- 
holders.” Item No. 7, Byrne, loc. cit. (3) ‘Earned sur- 


plus is that part of surplus which has been earned by 
the corporation . . . . The most general term to describe 


Corollary: (a) Subdivisions of the total 
invested capital, especially paid-in sur- 
plus, are, in sound theory and good prac- 
tice, subject to the same restrictions re- 
garding distributions to stockholders as 
stated or legal capital. 

(b) Reserves from earned surplus should 
be shown on the balance sheet in conjunc- 
tion with earned surplus. 


DIVIDEND TESTS 


Dividend tests are usually considered a 
matter for legislative determination and 
not properly a question of accounting 
principles. But it should be noted that 
dividend law merely places restrictions 
upon the directors for the protection of 
creditors. A dividend statute, therefore, 
sets a maximum to distributions and does 
not constitute a standard of good financial 
practice. Under the doctrine of coercive 
force previously referred to, dividends 
seem a proper subject for framing an ac- 
counting principle, or principle of sound 
business management, because a contin- 
ued use of the full distribution maximum 
permitted under some state statutes would 
soon divorce such a large part of enter- 
prise assets that the corporation would 
suffer the penalty of being unable longer 
to carry on its productive purposes. 

Assumption: There are only three dif- 
ferent tests for proper dividends: sol- 
vency, unimpaired capital, and accumu- 
lated, realized profits. 

A few others may occasionally be found, 
but they are verbal variations of one or 
another of these three. 

Major Premise: (antecedent) If two of 
the three usual dividend tests have lost 
their significance as effective controls over 
dividend declaration, (consequent) then 
dividend declarations should rest upon the 
third test alone. 
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Minor Premise: Two of the dividend 
tests have lost their significance. 

Argument: Both the solvency test and 
the unimpaired capital test have lost their 
effectiveness for controlling dividend dec- 
larations because by the corporation laws 
of many states, the line separating sol- 
vency from insolvency, and the line indi- 
cating the point at which capital impair- 
ment takes place, are easily altered when 
insolvency or impairment seem imminent. 
This alteration of a critical line of demar- 
cation is especially facilitated (1) by per- 
mitting dividends out of paid-in surplus 
and (2) by making it easy to create paid- 
in surplus, either through allocating to 
that account part of the consideration re- 
ceived for no-par shares, selling stock with 
very low par at a substantial premium, or 
the authorized reduction of stated capital 
to create a paid-in surplus by transfer.® 

Conclusion: Dividend declarations 
should rest upon the existence of accumu- 
lated realized profits alone, that is, in 
accounting terminology, on earned sur- 
plus.’® 

After this discussion of testing a propo- 
sition to see if it deserves the status of an 
accounting principle, a question may be 
raised in conclusion regarding propositions 
themselves. 

When a judgment that something is 
true or untrue, desirable or undesirable, is 
rendered into a verbal expression, the sen- 
tence that results is called a “proposition.” 
A proposition therefore is a judgment put 
into words. 


|. . under the corporation laws of most states 


governing the reduction of capital, directors who wish 
to pay an otherwise illegal dividend may usually do so 
with impunity by securing, through the action of their 
stockholders, an amendment to the charter reducing 
the company’s stated capital. And this opportunity, 
which is accompanied by no adequate safeguard on 
behalf of creditors or perferred stockholders, comes 
close to making a farce of American dividend law.” 
James C. Bonbright, The Valuation of Property, p. 914. 

* This thought is further developed in “Business 
Profits as a Legal Basis for Dividends,” Harvard Busi- 
ness Review, Autumn, 1937. 


Judgments about accounting began long 
ago when the pressure of managerial prob- 
lems led enterprisers to experiment with 
separate memorandum books to record 
this, that, and the other class of facts of 
interest. These judgments were slow to ap- 
pear as verbal propositions; their exist- 
ence, however, is attested in the actions 
themselves preserved to us in very old 
business record books.’® 

But as bookkeeping was gradually for- 
mulated into a system and finally de- 
scribed in writing, the practices were 
verbalized into rules and descriptions of 
methods. Even after experts in accounting 
appeared to offer their services to the 
public, judgments were expressed in rules 
and procedures—ways of doing what 
needed to be done. The development con- 
tinued and a multiplication of rules 
attended the increase in the number and 
complexity of the things to be done, and 
differences in the surrounding circum- 
stances produced variations of previous 
rules. 

After a time thoughtful men discovered 
a basic similarity among certain experi- 
ences and a common bond between certain 
rules. The rules in a group were recognized 
as expedient deviations from a more fun- 
damental idea. The fundamental idea was 
a principle generalized out of experience 
with rules; but the rules still remained as 
variable applications or interpretations of 
the principle. Generalizations derived out 
of practice in this manner constitute the 
body of accepted accounting principles 
upon which rests the dependability of the 
procedures usually followed. 

But the development is not yet com- 
plete. The serious study of the significance 
of the propositions generalized into prin- 
ciples, and a testing for consistent inter- 


10 Raymond de Roover, “La Formation et l’Expan- 
sion de la Comptabilité hg double,” Annales 
@’Histoire economique et sociale, Nos. 44, 45 (1937). 
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relations by the rules of logic, will bring 
other propositions to light—propositions 
which must be previously accepted as true 
(premises) before the conclusions (prin- 
ciples) can be considered wholly valid. 
This sort of analysis will lead to a re- 
examination of the phrasing in which our 
judgments have been rendered into words 
with the result that our fundamental 
truths will be recast into different forms 
until we are satisfied that the basic thought 
is clearly and unmistakably expressed. 
Such analysis also carries us backward, so 
to speak, from principles to premises, and 
from premises to assumptions—those axi- 
oms or postulates which express truths so 
self-evident as to exclude doubt. Further 
examination of the assumptions thus re- 
vealed may disclose that they are unwar- 
ranted; they may then shake our whole 
structure of ideas. Or it may show us in 
ways we never suspected that our struc- 
ture of principles and practices rests upon 
slender foundations. Again we may be led 
to debate the fundamental assumptions 
and thus re-explore the purposes and ob- 
jectives of accounts and accountants, and 
to attain a new realization of the limita- 
tions inherent in our ideas and activities. 

Lest this approach be thought highly 
abstract and unprofitable, let it be remem- 
bered that good practices and sound prin- 
ciples are supplementary rather than con- 
tradictory. Principles will tend to stress 
consistency of related ideas and clear 
statement of thought; practices will al- 
ways be strongly influenced by the great 
diversity of the conditions under which 
applications of accounting principles must 
be made. The best results in writing and 
practicing accounting are most likely to 
follow upon the combination of a thorough 
understanding of sound, consistent theory, 


and a skilled judgment in weighing the 
necessities for practical deviations. 

Proper equipment in those matters is 
hard to attain. In the first place account- 
ing literature has yet to present us with 
the means to a knowledge of what is sound, 
consistent, logical doctrine in this subject; 
most of the literature, excellent as it is, 
still offers only what the authors conceive 
to be accepted accounting practices, al- 
though many titles use the word “princi- 
ples.” In addition, judgment which will be 
trustworthy in the field under actual work- 
ing conditions is a slow accumulation at 
best; it takes long experience to gain a 
clear insight into the ultimate effect of 
ideas and methods, to learn to discern 
irrelevancy and acquire a dependable 
sense of relative importance. All of this is 
admittedly difficult. But the great strides 
made during the short history of public 
accounting promise well for the profes- 
sion’s ability to continue to develop in the 
future. 

Can the public and private practice of 
accountancy be improved? It can be im- 
proved, and will be if there is a steady 
pressure of inquiry regarding what is 
wholesome and what is true, and if a 
courageous, ceaseless campaign is carried 
on to get the wholesome and the true 
understood, accepted, and used. 

The primary mechanism for attaining 
a knowledge of what is true in accounting 
is the integration of induction and deduc- 
tion in the study of accounting—the cor- 
relation of practice and theory. This is the 
approach to science, for knowledge origi- 
nates in experience but it develops from 
reflection. Theory does not extend the 
boundaries of experience, but it does widen 
and deepen reflection about past and fu- 
ture experience. 
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WHAT ARE ACCEPTED PRINCIPLES OF ACCOUNTING? 
Howarp C. GREER 


formly contain the following well- 
known phrase: 


co certificates quite uni- 


“Tn our opinion . . . the accompanying balance 
sheet and related statement of income and sur- 
plus fairly present, in accordance with accepted 
principles of accounting consistently maintained 
by the company during the year under review, 
its position at the end of the year and the results 
of its operations for the year.” 


The accountants’ certificates required 
by the Securities and Exchange Commis- 
sion must include a declaration to the fol- 
lowing effect: 

“The statement contained in the attached 
balance sheet ... truly and fairly reflects the 


application of accepted accounting principles to 
the facts disclosed.” 


What are these “accepted principles of 
accounting” to which reference is made in 
the certificates quoted? 

A person unacquainted with accounting 
or the work of professional accountants, 
might suppose that the accepted prin- 
ciples of accounting are embodied in defi- 
nite form somewhere in accounting litera- 
ture. He might expect to find an official 
document—a code, or set of regulations, 
or series of court decisions on the subject. 
With no such place of reference available, 
he might expect to find the principles ex- 
pounded in authoritative fashion in the 
textbooks or in the writings of leading 
accounting practitioners. 

In any field it may be true that the 
broad fundamental principles are so gen- 
erally known and universally accepted 
that their formal statement becomes un- 
necessary. With respect to certain prin- 
ciples of a very general nature, this 
perhaps is true in the field of accounting. 
It is accepted without argument that the 
ordinary financial statement of a business 
enterprise is presented on a “going con- 


cern” basis, that conservative provision 
should be made for probable losses, while 
profits are not recognized until fully 
realized. 

There are a number of vital points, how- 
ever, on which no such agreement exists. 
There is no official declaration covering 
them, and they are not covered positively 
and uniformly in the accounting textbooks 
or elsewhere in the literature of the pro- 
fession. Accounting practice discloses only 
a complete uncertainty as to what consti- 
tutes the accepted principle which should 
be applied. 

The confusion which exists has led some 
critics to question whether there are ac- 
cepted principles specific enough in nature 
to furnish a basis for resolving the numer- 
ous questions which constantly arise in 
the preparation of financial statements. 
Mr. Carmen G. Blough, Chief Account- 
ant of the Securities Exchange Commis- 
sion, who has had an exceptional oppor- 
tunity to become familiar with the situa- 
tion, said recently: 

“An examination of hundreds of statements 
filed with our Commission almost leads one to the 
conclusion that aside from the simple rules of 
double entry bookkeeping, there are very few 


principles of accounting upon which the ac- 
countants in this country are in agreement.” 


There is something incongruous about 
the outpouring of thousands of account- 
ants’ certificates which refer to accepted 
accounting principles, and a situation in 
which no one can discover or state what 
those accepted accounting principles are. 
The layman cannot understand. 

The difficulty has two sources. First, 
accounting is in a period of transition from 
the time when accounts and the related 
financial statements were largely matters 
of private concern, verified by public ac- 
countants chiefly as a defense against 
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fraud and misrepresentation; only just 
now there is emerging a conception of cor- 
porate finance as something of broad eco- 
nomic importance and of public account- 
ing practice as charged with a degree of 
social responsibility. Second, accountants 
always have been extremely conscious of 
the paramount importance of judgment 
and good faith in the preparation of sound 
and informative financial statements, and 
thus rightly have discouraged undue em- 
phasis on accounting by rule or regulation. 

The point of view of the experienced 
accounting practitioner reveals these in- 
fluences clearly as the following quotations 
from recent articles and reports will indi- 
cate. 

The American Institute of Accountants 
points out in a well-known booklet that: 

“Accounts must necessarily be largely expres- 
sions of judgment, and the primary responsibility 
for forming these judgments in preparing the 
financial statements in which they are reflected 
must rest on the management of the corpora- 
tion.’ 

Mr. George O. May, a most distin- 
guished practitioner, expresses a similar 
thought in the following language: 

‘Accounting must be regarded as a process in- 
volving the recognition of custom and convention 
in the use of judgment rather than as the applica- 
tion of rigid and unvarying rules.’ 

Mr. F. P. Byerly, member of a well- 
known firm, emphasizes the difficulties of 
uniformity in this statement: 

“Under circumstances constantly encountered 
in practice, ordinary fairness and common sense 
may compel us to make exceptions to the simplest 
statements of principle. It is also obvious that 
when and to what extent such exceptions should 
be made cannot be reduced to rule-of-thumb but 


must always remain matters of judgment and 
experience.” 


And finally Colonel Robert H. Mont- 


1 “Examination of Financial Statements by Inde- 
pendent Public Accountants,” January, 1936, p. 4. 

2 “The Influence of Accounting on the Development 
of an Economy,” The Journal of Accountancy, January, 
1936, p. 13. 


gomery, in his address as retiring Presi- 
den of the American Institute of Account- 
ants, observes: 


“T do not ask for standardization of accounting 
practice or procedure; that would mean the sub- 
stitution of fixed rules for opinion and discretion.’ 


Does this mean that there is no way in 
which Mr. Blough’s criticism can be met 
except by reiteration of the assurance that 
the experienced and reputable accountant 
will exercise conservatism, fairness, hon- 
esty, and common sense in the prepara- 
tion of financial statements, and that he 
will disclose in his certificate, or in cap- 
tions, or footnotes, all information about 
the accounting practices of the enterprise 
which he considers pertinent? Does it 
mean that in matters of uncertainty or 
dispute accountants shall merely follow 
the practices of business men, no matter 
how variable and conflicting they may be? 

The question obviously is a disturbing 
one to the profession at this time. Efforts 
by governmental agencies and others in- 
terested in the subject has led to active 
discussion of how the situation can be 
clarified. Recently a member of the Insti- 
tute offered a prize for the best paper on 
the subject “To What Extent Can the 
Practice of Accounting be Reduced to 
Rules and Standards?” 

The prize-winning paper, written by 
Mr. Gilbert R. Byrne, is an important 
contribution in its clear analysis of the 
problem and its insistence on the recogni- 
tion of underlying principles “admittedly 
known to and utilized by accountants in 
the course of their examinations of finan- 
cial statements.” 

Disdaining equivocation, Mr. Byrne said 


‘Accountants of the highest abilities and reputa- 
tion are willing to give their considered opinion, 


3 “Formulation of Accounting Principles or Conven- 
nee The Journal of Accountancy, August, 1937, 
8 


p. 98. 
4 “What Have We Done and How,” The Journal of 
Accountancy, November 1937, p. 345. 
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after due examination, that the financial state- 
ments under review fairly present the position of 
a company based upon accounts determined in 
accordance with accepted principles of account- 
ing. It follows that these fundamental truths upon 
which such opinion is based, and which may be 
properly dignified with the term principles, are 
known to the accountant and are matters with 
respect to which, by their very nature, there can 
be no general disagreement.” 


If this statement is acceptable to the 
profession—as represented by the com- 
mittee of practicing accountants which 
judged the papers—then it remains merely 
to formulate the principles and make them 
a matter of record and reference. 

It was not the purpose of Mr. Byrne’s 
paper to attempt such a formulation. He 
does present, however, for illustration, a 
partial list of principles which he con- 
siders entitled to recognition. These are 
the following: 


“(1) Accounting is essentially the allocation of 
historical costs and revenues to the current and 
succeeding fiscal periods. 

“(2) The investment in an industrial plant 
should be charged against the operations over the 
useful life of the plant. 

“(3) In computing the net income (available 
for dividends) for a period, all forms of expense 
incurred in the production of such net income 
must be provided for. 

“(4) The income shall include only realized 
profits in the period during which realized; profit 
is deemed to be realized when a sale in the ordi- 
nary course of business is effected, unless the 
circumstances are such that collection of the sale 
price is not reasonably assured. 

“(5) Losses, if probable, even though not actu- 
ally incurred, should be provided for in arriving 
at net income. 

“(6) Capital-stock and capital-surplus ac- 
counts, taken together, should represent the net 
contribution of the proprietors to the business 
enterprise. 

“(7) Earned surplus should represent the ac- 
cumulated earnings of the business from transac- 
tions with the public, less distributions of such 
earnings to the stockholders. 

_ “(8) While it is not in many cases of great 
importance which of several alternative account- 
ing rules is applied in a given situation, it is es- 
sential that, once having adopted a certain pro- 


cedure, it be consistently adhered to in preparing 
the accounts over a period of time.” 

Probably there would be little disagree- 
ment among accountants on any of these 
points. It is plain, however, that a number 
of the principles are expressed in such 
general terms that their application to 
specific cases is very doubtful. If these 
are “principles of accounting about which 
there can be no dispute as to their valid- 
ity” it may be helpful to determine what 
interpretation is placed on them by ac- 
countants in the actual preparation and 
certification of corporate financial state- 
ments. 

Recently the writer has had occasion to 
assemble and review the annual financial 
statements of a number of corporations, 
for a period extending continuously over 
the past eight years. There were about 150 
statements in all, representing the experi- 
ence and accounting practices of some 20 
industrial enterprises, as portrayed in 
their annual statements, All of these 
statements, without exception, bore the 
audit’s certificate of a firm of certified 
public accountants. All of the companies 
were engaged in lines of business suffi- 
ciently similar so that their accounting 
problems were not materially different. 

By matching up these statements, it 
should be possible to obtain some idea of 
the way in which public accounting firms 
—large and small—deal in practice with 
questions of principle involved in the ac- 
counting and reporting for a group of 
fairly homogeneous business enterprises 
operating under like financial and econom- 
ic conditions. 

The examination of these statements dis- 
closes a considerable lack of uniformity in 
the treatment of items and transactions of 
identical character. These variations have 
been sufficient to convert losses into prof- 
its, to alter materially the values assigned 
to important assets, and to render the 
several statements wholly noncomparable 
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except with the substantial revisions in the 
interests of consistency. This, however, is 
beside the point for purposes of the present 
discussion, which relates merely to the 
elaboration of Mr. Byrne’s statement of 
fundamental principles which is necessary 
to encompass the applications of those 
principles made in practice. 

In the following paragraphs an attempt 
is made to construct on the foundation 
Mr. Byrne has laid a statement broad 
enough to cover the applications of prin- 
ciple actually made in these 150 financial 
statements. In each case the basic prin- 
ciple is requoted from the foregoing list, 
and is accompanied with whatever quali- 
fication is necessary to indicate how it has 
been applied in some one or more of the 
statements reviewed. 

(1) Accounting is essentially the alloca- 
tion of historical costs and revenues to the 
current and succeeding fiscal periods; pro- 
vided that fixed assets may be carried at 
cost, or at an appraised value in excessive 
cost, or at the price paid for them by a 
subsidiary to a parent company, with de- 
duction in each case for depreciation at 
normal rates, but not necessarily for aban- 
donment or loss of useful value until spe- 
cifically recognized by company directors. 
It is unnecessary to state which of these 
methods of valuation has been embodied 
in any given case. A reserve for deprecia- 
tion may be deducted from the asset ac- 
count or may be shown among the lia- 
bilities. 

(2) The investment in an industrial 
plant should be charged against the opera- 
tions over the useful life of the plant; pro- 
vided that any loss of investment value 
resulting from sudden obsolescence, aban- 
donment, depreciation unrecognized in 
prior years, or similar causes, may be 
charged off against paid-in capital. 

(3) In computing the net income (avail- 
able for dividends) for a period, all forms 
of expense incurred in the production of 


such net income must be provided for; 
provided that at the option of the company 
any charge or credit arising from transac- 
tions of a prior year or any extraordinary 
gain or loss of the current year may be 
carried either to the profit and loss account 
of the year when recognized, or directly to 
surplus. 

(4) The income shall include only real- 
ized profits in the period during which 
realized; profit is deemed to be realized 
when a sale in the ordinary course of busi- 
ness is effected, unless the circumstances 
are such that collection of the sale price is 
not reasonably assured; provided that 
goods in inventory may be valued at any 
amount not in excess of current market 
prices, when the original cost is not readily 
determinable. 

(5) Losses, if probable, even though not 
actually incurred, should be provided for 
in arriving at net income; provided that a 
contingent liability may be omitted in 
favor of a footnote mentioning its exist- 
ence but not its amount, even when such 
amount is greater than the combined 
paid-in capital and earned surplus of the 
company, and that mention of accumv- 
lated unpaid dividends on cumulative pre- 
ferred stock may be omitted from a state- 
ment, even though the amount is in excess 
of the entire book equity shown for the 
common shares. 

(6) Capital-stock and capital-surplus 
accounts, taken together, should represent 
the net contribution of the proprietors to 
the business enterprise; provided that the 
total surplus of a corporation may be 
stated in one figure without separation oi 
paid-in surplus, revaluation surplus, and 
undistributed earnings. 

(7) Earned surplus should represent the 
accumulated earnings of the business from 
transactions with the public, less distribu: 
tions of such earnings to the stockholders; 
provided that credits arising from the rt 

valuation of investments may be carried 
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to earned surplus if no greater than pre- 
vious reductions in value charged against 
surplus or profit and loss in earlier years. 

(8) While it is not in many cases of 
great importance which of several alterna- 
tive accounting rules is applied in a given 
situation, it is essential that, once having 
adopted a certain procedure, it be con- 
sistently adhered to in preparing the ac- 
counts over a period of time; provided that 
charges for depreciation of fixed assets and 
amortization of bond discount may be 
substantially reduced by writing off all or 
part of the assets directly against the sur- 
plus at any time when the directors deem 
this advisable. 

This statement of principles is not 
offered as a criticism of the accounting 
practices of the corporations concerned, 
or of the accountants who certified to those 
statements. It should be considered merely 
as a factual exposition of the actual prac- 
tice which apparently represents the opin- 
ion of a group of reputable accounting 
firms as to permissible applications of 
fundamental accounting principles. 

The following fact, however, is note- 
worthy: for this group of companies, over 
the eight-year period reviewed, the most 
restrictive application of these principles 
with relation to profits would have pro- 
duced an aggregate net profit for all the 
companies combined of about 125 million 
dollars, while the most liberal application, 
if consistently followed, would have pro- 
duced an aggregate profit of about 275 
million dollars. It is noteworthy also that 
none of the differences result from the 
difficulties of measurement of values (in 
which accounting judgment is considered 
so important); they arise exclusively from 
differing opinions as to what constitutes 
a profit. 

Can a statement of principles embody- 
ing such latitude for business management 
and for accountants be accepted as the 
best possible presentation of the views of 


the accounting profession on this impor- 
tant subject? If not, where is a better 
statement to be found? If any accountant 
believes that any of the procedures per- 
mitted under such a statement constitutes 
bad practice, what authority can he quote 
to prove his point? If he cannot quote an 
authority, what defense does he have 
against the insistence of a client who wants 
a certain thing done and can assert that 
other presumably reputable accounting 
practitioners find no objection to doing it? 

The reply of many practitioners to 
these questions is that accounting practice 
shows a gradual and steady improvement, 
that objectionable procedures are frowned 
on more and more by reputable firms and 
thus eventually will be outlawed, and 
that more is to be gained by a patient, 
persevering effort to raise standards in 
general, than by any concerted action de- 
signed to bring about uniformity in mat- 
ters of doubt and controversy. This view 
is strongly supported by a majority of 
business men and financiers, whose in- 
stinct always is against fixed rules and re- 
strictive regulations. Too many people 
have learned that when regulation is be- 
gun to correct admitted evils it often con- 
tinues to hamper and obstruct legitimate 
activities. 

It is an open question, however, whether 
the refusal of a business or a profession to 
adopt definite standards of its own is the 
sure way to avoid the evils of regulation. 
There is a good deal of evidence to indicate 
that an unwillingness to adopt moderate 
measures of self-regulation eventually 
leads to more drastic types of regulation 
from outside. Practicing accountants well 
may ask themselves now whether by deny- 
ing any obligation to enunciate their 
principles more clearly and precisely they 
are not encouraging the imposition by 
regulatory agencies of rules of practice 
which may be distinctly unwelcome both 
to themselves and to their clients. 
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The American Accounting Association 
has devoted a great deal of time and 
thought to this problem. It is an associa- 
tion made up primarily of teachers, writ- 
ers, and research workers in the field, 
though it is open to everyone interested 
in accounting, and includes in its member- 
ship many practicing accountants. The 
Executive Committee of the association 
has worked intensively for the past two 
years to determine what subjects now 
most need to be dealt with explicitly in a 
statement of principles, and how such a 
statement can be formulated to insure 
better interpretation and better under- 
standing of accounting facts. 

About a year ago the association pub- 
lished a statement on this subject. It pro- 
posed tentatively the recognition of cer- 
tain principles which should govern the 
construction and presentation of corporate 
financial statements. In large measure 
these represented an attempt to crystallize 
the best of existing practice in definite 
form. In part, they involve an advance in 
standards somewhat beyond what now is 
most commonly accepted as good practice. 

The statement has attracted a good 
deal of attention and comment. There has 
been some criticism, much of it not very 
constructive. The executive committee of 
the association has continued its work in 
the hope of making improvements in the 
preliminary draft. The committee seeks 
criticism, but hopes that those who object 
to the form of the tentative statement will 
not merely point out its shortcomings but 
will advance a preferable alternative for 
any portion considered unsatisfactory. 

While the tentative statement contains 
some twenty paragraphs, the fundamental 
ideas which it presents are really only 
three in number. They may be stated 
briefly in the following terms: 


1. Assets acquired through the outlay of cash 
or its equivalent should be carried in the accounts 
at cost, less whatever allowance is necessary to 


reflect accrued depletion, depreciation, obsoles- 
cence, or other loss of useful or recoverable value. 
Liabilities and capital obligations representing 
the receipt of cash should be carried in the ac- 
counts at the amount of the net proceeds, plus 
whatever allowance is necessary to reflect accrued 
interest payable at maturity. 

2. All gains and losses of whatever nature, ex- 
cept those arising from transactions in the com- 
pany’s own capital stock, should be reflected in 
the profit and loss account, either for the year in 
which they occur (if ascertainable) or for the year 
in which they first are recognized as having oc- 
curred. Adequate distinction should be made 
between current income and extraordinary non- 
recurring profit and loss items not related to cur- 
rent income. 

3. Paid-in capital and earned surplus should 
be segregated and clearly differentiated, and no 
transfers should be made from the former to the 
latter, either directly (by credits to earned surplus 
representing gains on transactions in the com- 
pany’s own capital stock or adjustments in its 
stated value), or indirectly (by charges against 
paid-in capital to cover losses, write-downs, 
charge-offs, or dividend distributions). 


It must be recognized that this is a very 
much condensed statement, containing 
neither explanations nor qualifications 
necessary to convey a clear idea of the 
objectives and advantages involved. It 
should be clear, however, even without 
extensive study that adherence to these 
principles would simplify enormously the 
problem of the accountant in determining 
how to state the profits and the financial 
position of an enterprise. It would 
strengthen him tremendously in his efforts 
to avoid the necessity of certifying the 
statements which in his heart he believes 
may be misleading, but which he cannot 
now prove to be contrary to accepted 
accounting principles. 

The association is earnestly soliciting 
the codperation of everyone interested in 
the future of professional accountancy. It 
has no purpose to serve other than the 
improvement of accounting as an instru- 
ment for business administration and for 
public information. Those active in its 
work believe that increasing opportunities 
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for service and recognition lie before the 
accounting profession, and that there is no 
group of individuals better qualified in 
experience and character to occupy a posi- 
tion of public trust and public responsi- 
bility than the members of this profession. 


A clearer definition of what is sound and 
proper in the field of corporate accounting 
practice will constitute one of the most 
important contributions which account- 
ants can make to the welfare of business 
and the advancement of the profession. 


THE EFFECT OF DIRECT CHARGES TO SURPLUS 
ON THE MEASUREMENT OF INCOME 


W. A. Hosmer 


counting is to measure income. It 

is widely recognized by those who 
have thought on the problem that the de- 
termination of the income of a corporation 
in a particular year is in part an expression 
of judgment or rather the result of a series 
of judgments on varied and often complex 
problems. The accuracy with which in- 
come is measured is determined by the 
quality of judgment and the nature of the 
accounting principles applied in the solu- 
tion of these problems. 

Five areas are of primary importance in 
income determination: inventory valua- 
tion, depreciation, certain features of con- 
solidation and intercorporate relations, the 
policy in writing off expenses and asset re- 
valuations to surplus, and the handling of 
investment portfolios. These vary in im- 
portance depending on the circumstances 
of particular corporations. Frequently 
other factors assume major importance, 
such as the determination of reserve for 
bad debts; but most of the judgments 
which exercise a significant effect on the 
income reported fall in one or another of 
the five areas mentioned. 

It is the purpose of this paper to exam- 
ine the effect of charges to surplus on 
reported income in current corporate prac- 
tice. This is a technical accounting prob- 
lem and will involve excursions into 
accounting theory, but the primary em- 


O= oF the principal functions of ac- 


phasis will be on policies actually followed 
by corporations and on the reasoning 
which has led corporate managers to follow 
those policies. 

It is scarcely necessary to discuss the 
importance of reported income. Investors 
and others use net earnings per share and 
similar figures as a basis for their decisions, 
while corporate managers themselves are 
affected in their judgment as to plant ex- 
tensions and other policies by the current 
earning records of their corporations. The 
whole spirit of the business community is 
influenced by income figures usually with- 
out any very critical examination of those 
figures or realization that they are largely 
an expression of judgment. 

What, then, is the effect of charges to 
surplus on net income? Theoretical con- 
siderations will be essential later, but a 
specific instance will serve to show the 
nature of the problem. 

In 1935 the United States Steel Cor- 
poration wrote its plant down in the 
amount of $270,000,000 charging a special 
earned surplus account previously carried. 
The significant features of this case, which 
are rather fully described in the reports, 
are in many respects typical of the prac- 
tice of other corporations, although they 
offer some interesting contrasts. The fol- 
lowing statement of the changes in plant 
valuation appeared in the report of the 
Corporation for 1935 at page 13: 
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There was completed during the year a de- 
tailed analysis of the investment in depreciable 
property, which, as stated in the annual report 
for 1934, had been undertaken by the subsidiary 
companies. This analysis resulted in adjustments 
of the Property Investment account effecting a 
reduction of net book values. Broadly, these ad- 
justments are attributable to the developments in the 
art and mechanics of steel making which have oper- 
ated to reduce the normally expected life of such 
facilities, and to changes in plant location based 
upon shifting markets and transportation facilities. 
The factors involving present or prospective 
abandonments of obsolete units, from time to 
time, impose unusual depreciation charges which 
the property survey has attempted to record as 
reflecting present conditions. The above adjust- 
ment, amounting to a net of $88,720,028.04, has 
been effected by transferring that amount from 
the Surplus account termed “‘Appropriated for 
and Invested in Capital Expenditures,” which 
heretofore was carried at $270,000,000. The re- 
mainder of the account, $181,279,971.96, has been 
transferred to and converted into a general re- 
serve for amortization of property investment 
valuations. 

In view of the fact that the surplus account 
“‘Appropriated For and Invested in Capital Ex- 
penditures” was invested in fixed property, it was 
considered advisable that the adjustment and 
transfer as described should be made as indicated. 
Capital investment expenditures to the amount of 
$181,279,971.96 having heretofore been financed 
specifically by such segregated surplus account, 
it follows that future depreciation allowances 
should not be made therefor in reporting consoli- 
dated net income. This reduction in annual de- 
preciation allowances will, however, be offset, in 
part at least, by increased allowances in cal- 
culated future depreciation charges which will 
result from the revised depreciation rates indi- 
cated by the analysis above mentioned. 

The gross Property Investment Account, in- 
clusive of Intangibles, as shown in table on page 
16 and as carried in the consolidated balance 
sheet, is based on the amount of capital stock and 
bonds of the Corporation issued for the acquire- 
ment of the subsidiary companies and cash, plus 
cash expenditures made for additional property 
acquired since the organization of the Corpora- 
tion and less (a) the sum of $508,302,500, hereto- 
fore written off for Intangible values which was 
provided from Earned Surplus,? and (b) credits 


1 The italics are the author’s. 
2 See annual reports: 1910, p. 32; 1918, p. 36; 1929, 
p. 22. It is interesting to note that this amount, 


for investment value of property sold, retired or 
otherwise disposed of. As shown also in table on 
page 16, the balance of the reserves provided 
from income and surplus for accrued depletion, 
depreciation, obsolescence and amortization of 
the present gross investment in plant and prop- 
erty amounts at December 31, 1935 to an aggre- 
gate of $1,124,107,707.52. These reserves include 
the adjustments of $88,720,028.04 and the trans- 
fer of the $181,279,971.96 mentioned in the pre- 
ceding paragraphs. 


We can detect a number of significant 
elements in this major transaction. One of 
them is the effect on earned surplus. 
Earned surplus was stated as follows in 
the balance sheet of December 31, 1934? 


Earned Surplus 
Undivided Surplus of United 
States Steel Corporation 
and Subsidiary Companies 
$258 ,575 ,627 .88 
Appropriated for and in- 
vested in Capital Expendi- 


$528 ,575 ,627 .88* 

* This Balance of Surplus is subject to revision 

upon completion during 1935 of an analysis of Invest- 
ment in Physical Property now in progress, involving 
also revision of depreciation accruals for previous years, 
as explained on page 6. 
The fact that surplus in the amount of 
$270,000,000 was appropriated for and in- 
vested in capital expenditures did not 
affect its nature as between earned and 
capital surplus. The ‘‘appropriation”’ was, 
in effect, a mere statement that the re 
lated assets had been invested in plant 
and that the surplus, therefore, was pre- 
sumably not to be used for dividends. If 
this surplus arose out of earnings, it was as 
much earned surplus as the $258,575,628 
and was properly so classified. 

This practice of subdividing earned sur- 
plus between undivided surplus and that 
appropriated for and invested in capital 
expenditures was unusual; directly com- 


$508,302,500, is equal to the total par value of common 
stock from the organization of the corporation in 190! 
to 1927 when additional stock was issued. 

’ Annual report, 1934, p. 15. 
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parable instances in the practice of other 
corporations are rare. Furthermore, it was 
awkward from the standpoint of account- 
ing interpretation because the nature of 
surplus is determined by its source and by 
its position as a claim against the business, 
not by its relation to particular assets. 

When plant was restated, the transac- 
tion was in substance this: a special earned 
surplus account was debited $270,000,000, 
reserve for depreciation was credited 
$88,720,028, and reserve for amortization 
was credited $181,279,972. In the sched- 
ules at pages 26 and 16 of the report for 
1935 and in the balance sheet at page 14 
these reserves were classified as offset or 
valuation reserves and were deducted 
from gross plant to give the net book value 
of plant. Net plant was thus written down 
by credits to offset reserves. The resulting 
charge was not carried to income but to 
accumulated earned surplus of the past. 

The corporation had had under way for 
some time a detailed examination of its 
manufacturing properties by engineers and 
accountants of its own staff and of con- 
sultants. It appears, therefore, that this 
process of writing down the plant was only 
part of a general policy of adapting the 
properties of the corporation to the 
changed conditions in the steel industry. 

There have been, of course, a great 
many of these restatements of plant. In 
many instances but not in all they have 
followed a detailed examination of the 
properties concerned. There is evidence 
that in this case there was a thorough and 
extensive inquiry from the manufacturing 
point of view of the condition of the prop- 
erty and the extent of obsolescence and 
physical depreciation. 

One sentence in the quotation from the 
report is particularly significant because it 
states the forces which, in the opinion of 
the management, made the adjustment of 
plant values advisable. “Broadly, these 
adjustments are attributable to the de- 


velopments in the art and mechanics of 
steel making which have operated to re- 
duce the normally expected life of such 
facilities, and to changes in plant location 
based upon shifting markets and trans- 
portation facilities.’’* Developments in the 
art and changes in markets have caused 
obsolescence and depreciation to an extent 
greater than anticipated when deprecia- 
tion rates were set. In other words, the 
estimates of depreciation made in pre- 
ceding years did not allow fully for the 
obsolescence which actually occurred. As 
a result the charges to depreciation ex- 
pense in those years were insufficient to 
record the full extent of exhaustion of 
assets; and income was, therefore, over- 
stated. 

All this does not necessarily imply poor 
judgment or lack of conservatism in the 
past. Estimating the extent of obsoles- 
cence is always a matter of great difficulty, 
and the corporation made charges therefor 
which in comparison with those of other 
corporations were conservative. In com- 
mon with many others the management 
did not give full weight during the 1920’s 
to impending changes in the art and their 
effects on established plant. The fact is not 
altered, however, that, if the full force of 
obsolescence had been foreseen, the income 
of the United States Steel Corporation 
would have been stated at substantially 
lower figures. 

It is a significant fact that this adjust- 
ment is large relative to net income re- 
ported. In the ten years from 1926 to 1935, 
inclusive, the corporation reported net in- 
come (after deducting net losses in three 
years) of $506,591,888. If this extra de- 
preciation of $270,000,000 occurred during 
this ten-year period, and if it had been 
added to the depreciation charged in the 
period, average net income per year would 
have been reduced from $50,659,189 to 


4 Report of the United States Steel Corporation for 
1935, p. 13. 
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$23,659,189. This loss of $270,000,000 oc- 
curred over a period of years, yet since it 
was charged to surplus in 1935 it never 
was reflected in net income. 

We have here an instance of the general 
problems at issue. Admitting that many 
of these judgments affecting income can- 
not be made with accuracy year by year no 
matter how sound or conservative the 
management, should a loss, large relative 
to net income, be charged directly to sur- 
plus and not affect net income in any 
period? 

This item of $270,000,000 was the larg- 
est charge to surplus by the corporation 
in any of the 10 years from 1926 through 
1935, but it was in accordance with a long- 
term policy and needs to be considered in 
connection with similar charges and cred- 
its in other years. The following schedule 
shows the income and surplus figures for 
the 10 years from 1926 to 1935, inclusive. 
In taking off the surplus figures only those 
amounts have been included which might 
conceivably have been classified as income 
or expense. For instance, the charge to 
surplus of $203,321,000 in 1927 for the 
stock dividend of that year was not in- 
cluded. With the exception of one or two 
minor items all other charges or credits to 
surplus were included in the schedule. 

In examining the several charges and 
credits to undivided earned surplus, it ap- 
pears that they were so classified rather 


UNITED STATES STEEL CORPORATION 
Income and Surplus Adjustments, 1926-1935 


Income Reported 
1926 $116,667 ,405 
87 , 896,836 

114,173,775 
197 , 592 ,060 
104,421,571 
13 ,038, 141 
71,175,705 d 
36,501,123 d 
21,667,780 d 
1,146,708 


$506, 591,888 Credit 
$ 50,659, 189 


Credits 
$ 17,442,160 


36, 705 ,0%6 
69,833,000 
18,322) 304 


Undivided Earned Surplus Charges 


$ 36,705,076 
128,922,574 


24,979, 788 
118°523 


$190, 382,442 $175,492,9% 
$ 15,889,518 


A ppropriated Surplus In- 
vested in Capital Expendi- 


31,088 ,952 


$ 50,659, 199 
31,088,952 


Difference, being the average net in- 
crease in proprietorship, before divi- 
dends, arising from the business con- 

$ 19,570,237 


d= Deficit. 
Source: Annual Reports of the United States Steel Cor- 
poration, 1926-1935. 

than being carried through the income 
account because they applied to the busi- 
ness of other years. Thus the credit in 
1928, of $36,705,076, was for Federal in- 
come and excess profits tax refunds and 


for reserves no longer required. Similar§ 


items in 1929 accounted for all of the 
$69,833,000 credited to surplus, and in 
1933 for the figure of $24,979,788. 

Two of the largest charges to surplus 
were $30,205,076 in 1928 and $88,296,020 
in 1929 for “amortization of the appre 
ciated cost to the United States Steel Cor 
poration of its investment in capital stock 
of Subsidiary Companies in excess of their 
investment in tangible property.”’ These 
amounts were deducted from property in- 
vestment and were in substance a write-of 
of intangible elements in plant.’ On the 


5 Annual reports, 1928, pp. 12, 14; 1929, pp. 14, 1. 
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books of the company itself they were a 
reduction in the carrying value of the 
stocks of subsidiaries, but in the consoli- 
dated balance sheets the effect was a re- 
ducticn in the book value of plant. Of the 
amoun: charged in 1933, $21,000,000 was 
for a special appropriation for property re- 
serves and was in effect a write-down of 
plant. The item of $25,000,000 in 1929 was 
capital surplus carried since the organiza- 
tion of the corporation in 1901, and ap- 
plied in 1929 as a reduction of plant. The 
total of these items which were in effect 
write-downs of plant was $164,501,096, so 
that with the item of $270,000,000 there 
was a total write-down of plant charged to 
various types of surplus of $434,501 ,096.® 
There was also a large charge to surplus in 
1929 for ‘Premium and Unamortized Dis- 
count on Bonds of United States Steel 
Corporation and subsidiary companies re- 
tired and called for redemption during the 
year, $40,626,554.””? 

The charge of $270,000,000 to surplus in 
1935 was not an isolated instance, but was 
part of a general policy according to which 
many items large relative to income re- 
ported were carried directly to surplus. 

This case has been presented and dis- 
cussed as a means of formulating in spe- 
cific rather than in general terms a funda- 
mental problem which is of importance in 
accounting and in corporate practice. The 
United States Steel Corporation in estab- 
lishing a policy as to the distinction be- 
tween items carried to surplus and those 
carried to the income account has followed 
a principle widely accepted in theory and 
in practice to the effect that items not 
related directly to the business of the 


* From 1926 to 1935 the total of depletion and de- 
preciation charged to operations was $533,366,556, 

* In the report for 1936, $260,557,544 was segregated 
as an intangible element in the property investment 
account. It will be interesting to observe in the future 
whether this amount is allowed to continue as a part 
of the gross book value of plant or is written off through 
come or directly to surplus. At December 31, 1936, 
the amount of surplus reported was $252,660,717. 


period under report may be carried to sur- 
plus. The policy has apparently been con- 
sistently applied, and there has been full 
disclosure of the transactions involved. 
The policy has been marked by conserva- 
tism in asset valuation; but in common 
with those of other corporations, it has not 
produced an equal conservatism in the 
measurement of income over a term of 
years. 

The real issue lies both in accounting 
theory and in corporate practice. What 
principles should govern the classification 
of items between those carried to surplus 
and those carried to income, and what are 
the implications of these principles in the 
area of income measurement? In this spe- 
cific case was the average income of the 
United States Steel Corporation from 1926 
to 1935 $50,659,189 or $19,570,237 or some 
intermediate sum? 


THE EFFECT OF DIRECT ENTRIES TO SUR- 
PLUS ON INCOME AND ON THE DISTINC- 
TION BETWEEN EARNED AND 
CAPITAL SURPLUS 


The issue involved in direct entries to 
surplus is primarily one of income meas- 
urement. The United States Steel Cor- 
poration case has been considered in order 
to clarify and state the problem but the 
issue is a general one and involves cases 
arising in the practice of other corpora- 
tions. It would be interesting to analyze 
these cases in some detail, but the policies 
and their applications are so various that 
it could not be accomplished within the 
compass of this paper. For that reason I 
shall discuss the main types of policies 
with only a few references to specific cases. 

The types of assets written off by 
charges to surplus have varied with differ- 
ent corporations. It is possible to find in- 
stances involving any assets—even cash, 
for the loss on cash in closed banks has at 
times been charged to surplus. The princi- 
pal asset involved has been plant, and 
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there seem to have been three main 
reasons why it was written down. In the 
period prior to 1929 many subsidiaries 
were purchased at high prices; and in con- 
solidated statements the excess above the 
value of the tangible assets obtained was 
carried to plant, as an intangible element 
therein. Many of these write-downs were 
primarily an elimination of intangibles 
previously carried in plant, thereby re- 
ducing plant valuations to a basis approxi- 
mating cost to the original constructor. 
Second, in many instances depreciation 
and obsolescence proved to be greater than 
the amounts charged to operations during 
prior years, so that the write-downs were 
a recognition of past depreciation. And 
third, in many cases the cost of replace- 
ment had declined so that the same assets 
could be obtained for a lower expenditure, 
but this was probably less important than 
the other two causes. Whatever the cause, 
the reduction of ledger value enabled the 
piant to be depreciated during its remain- 
ing life with less annual expense. 

The second most important asset in- 
volved has been securities. Holding com- 
panies, especially those which held securi- 
ties with published quotations, investment 
trusts, and industrial corporations holding 
security portfolios, have charged realized 
losses on securities sold to surplus, and 
have written down securities retained. In 
many cases these losses are probably per- 
manent; but in others, portfolios have 
been reduced to figures at which future 
sales will show a large profit. 

In particular instances inventory losses 
and additions to reserves for receivables 
have involved extensive charges to sur- 
plus, but the total amounts for corpora- 
tions as a whole have not been so large as 
in the case of plant and investments. 

In examining the effect of surplus 
charges on income it is necessary to dis- 
tinguish between charges to earned and to 
capital surplus. A charge to earned surplus 


which relieves income of the charge has 
the effect of stating income at a higher 
figure than would otherwise be the case. 
The final balance of earned surplus is not 
affected, however, because if other things 
remain the same greater amounts of in- 
come will be shown and these will be car- 
ried to earned surplus. Any charge to capi- 
tal surplus which relieves income of the 
related charge has the same effect of in- 
creasing income reported; but since income 
is greater, larger amounts will be carried 
to earned surplus. A charge to capital sur- 
plus, therefore, is in effect a transfer from 
capital surplus to earned surplus. 

This situation will be examined first 
with respect to capital surplus and the 
accounting problems involved in distin- 
guishing clearly between the several recog- 
nized types of surplus. 

The suggestion has been made with in- 
creasing frequency in the last few years 
that capital and earned surplus should be 
clearly differentiated. This is evidence of 
an underlying trend toward a greater em- 
phasis on operating statements rather than 
on balance sheets. From the balance sheet 
point of view surplus is measured by the 
difference between the assets and the total 
of outside liabilities and capital. The 
amount is emphasized but the source is 
not. The operating statement and the sur 
plus reconciliation statement are intended 
to give information as to the source of 
surplus amounts and the reasons for 
changes therein. The difference between 
capital and earned surplus is not based on 
the present nature of the proprietorship 
claims involved, but on the source of those 
claims, that is, whether such surplus 
amounts arose out of earnings or from the 
types of transactions which give rise to 
capital surplus. The trend toward a differ 
entiation of types of surplus is, therefore, 
a part of the broader trend toward the 
income point of view and an emphasis 
on the reasons for changes in proprietor 
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ship rather than solely on the amounts. 

Capital surplus arises in a number of 
different ways. It may arise when stock is 
sold, in that the amount received is greater 
than the credit carried to capital. Or it 
may arise out of the reduction of the par 
or stated value of capital stock, of which 
there have been many instances in the 
last six years. In theory and occasionally 
in practice capital surplus is created by 
crediting thereto capital gains, that is, 
gains on the sale of plant assets and similar 
items; but this is not an important source 
in actual practice. Most of the capital sur- 
plus reported by corporations arose out of 
the original issue of capital stock or out of 
later reduction of its par or stated value. 

The typical effect of a write-down of 
plant against capital surplus is to reduce 
the depreciation expense of subsequent 
years. This is illustrated by the case of 
the Liquid Carbonic Corporation, which 
in 1932 applied $3,377,870 of capital sur- 
plus arising out of a reduction of capital 
to writing down fixed assets to current re- 
placement values and to writing off in- 
active buildings and machinery. In the 
text of the report it was stated that the 
effect of the restatement of plant was to 
eliminate appreciation charged to property 
accounts prior to the recapitalization of 
the company in 1926 and to reduce the 
charge for subsequent additions to reflect 
the lower costs in 1932. It was also stated 
that depreciation expense in the future 
would be reduced $100,000 a year by these 
adjustments. In 1932 depreciation expense 
was $640,790, and in 1933 $538,854.® 

In 1934 and 1935 depreciation expense 
increased somewhat, but this apparently 
was the result of additions to plant. If the 
effect of the write-down in 1932 was to 
reduce depreciation expense $100,000 be- 
low what it otherwise would have been, it 
is clear that, other things remaining the 
Same, net income each year was $100,000 


* Annual reports, 1932 and 1933. 


more. If dividends remained the same, 
earned surplus was increased by the ac- 
cumulation of these increases in net in- 
come. Thus there was in substance a trans- 
fer of capital surplus to earned surplus. 
This case is typical of a large group. 

When the principal result has been to 
eliminate an intangible element in plant, 
the effect on income is not so clear; but it 
is fundamentally similar. This is illus- 
trated in the case of the Ohio Oil Com- 
pany. 

The fixed assets of the Ohio Oil Com- 
pany appeared as follows in reports for 
1932 and 1933.° 
1932 Fixed Assets (at cost) 


Less: Accrued Depletion and 
Depreciation 


$293 ,624, 849 
165,385,204 


$128 , 239,645 
1933 Fixed Assets 

Oil lands and leases, plants and 
equipment, pipe lines, de- 
velopment, etc. (at cost).... 
$257 ,090 , 839 
Less: Reserves for depletion and 
depreciation.. 158,062,710 

$ 99,028,129 


Goodwill, franchises, etc. (at 


28,189,641 


$127 , 217,770 


From a comparison of the figures, it ap- 
pears that “Goodwill, franchises, etc.” 
represented an intangible element previ- 
ously carried in fixed assets, and segre- 
gated for the first time in 1933. In 1935 
this item was written off against capital 
surplus created in that year by restate- 
ment of the common stock.!° 

Although the amount written off in 1935 
was an intangible asset the two transac- 
tions together constituted in effect a re- 
duction in plant values. This reduction 
affected income only to the extent that 
subsequent periods were relieved of 
charges for depreciation or amortization of 


® Annual reports, 1932, 1933, and 1935. 
1@ Annual reports, 1932, 1933, and 1935. 
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these intangibles. It is apparent at least 
that the segregation and later elimination 
of the intangible element reduced the 
ledger value of plant so that less deprecia- 
tion would be required during its remain- 
ing life. To the extent that depreciation 
or amortization is reduced, there will be, 
in this case as in the preceding one, an in- 
crease in reported income over what it 
otherwise would be; and if dividends re- 
main the same, the increments in earnings 
will accumulate in the earned surplus 
account, thereby effecting a transfer from 
capital surplus to earned surplus. 

In the case of assets other than plant 
the situation is much the same. If realized 
losses on securities held as investments are 
charged to capital surplus, income of the 
period is relieved and will be greater by 
that amount than it would be if the losses 
were charged to income. If the carrying 
value of securities held is reduced by 
charges to capital surplus, then the income 
of future periods when such securities are 
sold will be greater, or the loss will be less, 
than it otherwise would be. If the original 
charge was to capital surplus and the 
additional income of the several periods is 
taken to earned surplus, there has been in 
effect a transfer between the two cate- 
gories. 

One interesting development is the 
retroactive type of transfer, of which there 
have been a number of instances. This is 
illustrated by a dual change in the plant 
account of the American Locomotive 
Company whereby the plant was written 
up with a resultant credit to earned sur- 
plus and written down by a charge to capi- 
tal surplus in the same year. 

At December 31, 1930, the American 
Locomotive Company reported undiffer- 
entiated surplus of $19,759,953. The sur- 
plus statement for 1931 included the fol- 
lowing item as an addition: 


Surplus adjustment restoring to 
cost of property and to earned 


surplus the depreciated value of 
existing additions to permanent 
plant property charged to re- 
serves created out of earned sur- 


plus in prior years $21 , 868 , 2038 


A deduction below was described as 
follows: 


Capital surplus applied as a reduc- 
tion of the Property Account. . $14,426,998" 


The final surplus was subdivided into 
earned surplus, $19,884,488, and capital 
surplus, $776,708. Evidently the surplus 
at December 31, 1930, of $19,759,953 con- 
sisted largely of capital surplus, since 
$14,426,998 was described as charged 
thereto, whereas the surplus after this 
series of transactions was almost entirely 
earned. The company followed from 1931 
to 1935 a policy of showing a single sur- 
plus reconciliation statement, but of sub 
dividing the total at the bottom into 
earned and capital surplus. 

In 1933 fixed property was written down 
$25,846,245 from $34,555,500 of capital 
surplus created by writing down the com- 
mon stock from $50 to $5 per share. 

In the transactions of 1931, plant was in 
substance written up $21,868,203 with a 
credit to earned surplus, and written down 
$14,426,998 in the same year with a charge 
to capital surplus. This resulted in a trans 
fer of $14,426,998 from capital to earned 
surplus, and a net addition of $7,441,205 
to the total value of plant.” 

Did the amount so transferred consist 
in reality of earned surplus after the trans 
action was completed? The answer to 
this question seems to depend on whether 
it is proper to charge plant write-downs t0 
capital surplus. If it is, then reversing d¢ 
preciation previously charged to earning 
and writing down the reinstated plaat 
values from capital surplus is simply & 
tending the principle retroactively. Ther 

1 American Locomotive Company, Report for tht 


Fiscal Year Ended December 31, 1931, p. 5. 
12 Annual reports, 1930-1935. 
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is abundant precedent for writing plant 
down against capital surplus, although 
that, of course, does not settle the question 
of the wisdom of this policy. It seems 
somewhat inconsistent to record a net 
write-up of $7,441,205 in plant in 1931 
and a write-down of three times that sum 
two years later. 

This series of cases on individual surplus 
transactions could be extended almost in- 
definitely, but an examination of other 
cases indicates that the variations dis- 
closed would be in method and not in the 
fundamental effects. It seems clear that 
any charge to capital surplus which re- 
lieves income or earned surplus of that 
charge is a transfer from capital surplus 
to earned surplus. In view of these facts it 
is impossible to think of the two types of 
surplus as sharply differentiated categories 
unless a clear line is drawn between items 
which may properly be charged to capital 
surplus and those which may not. If such 
a line is not drawn, a distinction between 
earned surplus and capital surplus is foot- 
less, because of the ease with which trans- 
fers may be made from one to the other. 

A charge to earned surplus does not 
change the final balance of the account 
from what it would have been if the same 
charge had been made to an expense of 
the period. Earned surplus is of course re- 
duced by the charge, but the resulting 
balance of income to be closed into surplus 
is greater by the same amount. The effect 
on income is much the same regardless of 
the type of surplus charged. There seem 
to be two typical situations differing in 
the periods to which charges refer. In the 
Steel case depreciation was taken in past 
periods in an amount which proved to be 
too low and the effect of the surplus charge 
was to bring plant reserves up to a point 
where they reflected depreciation already 
existing. This influenced primarily the in- 
come picture of past periods. In the Liquid 
Carbonic case a charge to surplus in 1932 


was expected to reduce future depreciation 
charges and thereby to affect the income 
picture of future periods. In many cases 
it is possible to distinguish in this way be- 
tween surplus charges which are in sub- 
stance a substitute for past expenses and 
those which reduce future expenses, but 
in other cases the effects are so complex 
that no such distinction can be drawn. It 
seems clear that any charge to surplus, 
with the possible exception of the write-off 
of assets which are not subject to depre- 
ciation and which will never be liquidated, 
implies a decrease in expense and a re- 
sultant increase in net income in some ac- 
counting period, past or future. 


Quantitative Relations of Income 
and Direct Surplus Entries 


We have examined this matter so far 
largely on the basis of particular transac- 
tions. What are the significant differences 
in the over-all effects of the policies applied 
in the last 10 years by American corpora- 
tions? 

In connection with the case of the 
United States Steel Corporation a schedule 
was presented showing the relation of re- 
ported income to direct surplus entries. 
This schedule reflects the results of a 
policy applied over a term of years. What 
policies are indicated by similar schedules 
for other important corporations? 

If one examines a series of such sched- 
ules it soon appears that corporations fol- 
low markedly different policies in the 
amount of direct entries to surplus. In the 
first place it is advisable to distinguish be- 
tween general industrial corporations and 
those which, like investment trusts, hold 
principally securities. The problems in the 
latter field are sufficiently different to 
merit separate treatment. In this paper 
the problems are considered as they apply 
to industrial and utility enterprises. 

Among industrial corporations there is 
a considerable group in which there are 


, 2034 
d as 
, 99388 
into 
pital 
rplus 
con- 
since 
a rged 
this 
tirely 
1931 
SUI 
sub- 
into 
down 
apital 
com- | 
yas in 
rith a 
down 
harge 
trans 
earned 
41,205 
onsist 
trans 
er to 
rhether 
ywns 
ing de 
arnings 
| plant 
ply 
Ther 
rt for tht 
| 


40 The Accounting Review 


practically no direct entries to surplus. 
The American Can Company reported 
total net income from 1926 to 1935 of 
$170,940,822. During these years there 
were no direct charges or credits to sur- 
plus. In the same period the General 
Motors Corporation reported net income 
of $1,533,402,642 and except for small 
items totaling $284,190 in the first three 
years had no direct entries to surplus. 
Since 1929 there have been none whatever. 

The American Telephone and Telegraph 
Company made small adjustments of sur- 
plus in every year from 1926 to 1935, as 
shown in the reports of the parent cor- 
poration, but included only one large item, 
a credit in 1927 of $47,938,865 arising out 
of a special cash dividend declared by its 
subsidiary, Western Electric.* This item 
was shown at the bottom of the statement 
of earnings and expenses as an addition to 
the balance of net income carried to sur- 
plus and both items were stated separately 
on the surplus statement. This treatment 
accomplished the dual purpose of display- 
ing the special dividend on the statement 
of earnings and expenses without including 
it in net income. The small adjustments of 
surplus were net and may have resulted 
from the offsetting of larger items, but if 
so the charges and credits are almost 
balanced in each year. The effect of the 
small items on the total income of 
$1,414,095,720 reported was negligible, 


18 The balance sheet of the American Telephone and 
Telegraph Company included in the prospectus of the 
Thirty Year 34% Debentures of 1966 carried the fol- 
lowing headnotes: 

“The Company has maintained its accounts in ac- 
cordanced with the Uniform System of Accounts for 
Telephone Companies prescribed by the Interstate 
Commerce Commission, effective January 1, 1913, 
amended from time to time, revised January 1, 1933, 
and continued in effect by the Federal Communications 
Commission through June 30, 1936.” 

The policy of the company with respect to direct 
entries to surplus was conditioned by the requirements 
of the uniform system of accounts, but comparison 
with the practice of utilities operating under other uni- 
form systems leads to the conclusion that the results 
were also a reflection of company policy in the applica- 
tion of the provisions. 


and even with the one large item included 
the effect was small on a percentage basis, 
With this one exception the company 
approximated a policy of carrying all in- 
come and expenses through the income 
statement." 

In the General Electric Company only 
a few direct entries were made, and these 
almost balanced, so that the effect on net 
income if they had all been carried through 
the income account would have been 
negligible. The totals involved were less 
than 5% of the income reported. 

In this group of corporations, which in- 
cludes several of the leaders in American 
industry, there is an approximation to a 
policy of carrying all items which might 
conceivably be classified as income or ex- 
pense through the income account. If each 
had followed the outright policy of the | 
American Can Company and had made 
no direct entries to surplus whatever, the 
income picture would not have been 
radically altered. It may be that some of 
these companies will make extensive 
charges to surplus in the future, but if so 
this will be a change from their practice 
during the last 10 years. During this 
period reported income would not have 
been materially changed if no direct en- 
tries had been made to surplus. 

Income and surplus schedules are in 
cluded for the American Telephone and 
Telegraph Company and the General 
Electric Company. In these schedules, as 
in that for the United States Steel Cor 
poration, only those surplus items have 
been included which might conceivably 
have been classified as income or expense. 

In another group of corporations the 
effect on income if all items carried to 
surplus had appeared in that account i 
considerable, but not extreme. The Union 


“4 In 1936 $30,041,730 was charged to surplus fot 
premiums on funded debt retired. Net income of 
parent company for 1936 was $174,826,414. Annuil 
report, 1936, pp. 25 and 26. 
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AMERICAN TELEPHONE AND TELEGRAPH COMPANY 
Income and Surplus Adjustments, 1926-1935 


$ 112,990,401* 
128,614,910 
143,170,491 
166, 189, 758 


137, 456, 776 
121,748,729 
125,806, 505 


$1,414,095,720 Credit 
$141,409, 572 


Undivided Earned 


Surplus Charges Credits 


$ 2,037,631+ 
26,477+ 47,938,865 
229, 553+- 
3,166, 134+ 


“46,3974 


4,984,278+- 


95, 488-+- 
169,611+ 
527, 916+ 

44, 530+ 


6,077,853 $ 53,189,027 


$ 47,111,174 


4,711,117 


Total, being the average net increase 

in proprietorship, before dividends, 

arising from the business conducted $146,$20,689 
Pre» _ appropriation for Reserve for Contingencies. 
reports of the American Telephone and 


a Company, 1926-1935. (Parent company 
only 


GENERAL ELEctTRIC COMPANY 
Income and Surplus Adjustments, 1926-1935 
Income Reported 


13,429,739 
19,726,044 
27,843,772 


Undivided Earned Surplus Charges Credits 


$ 9,264,541 
131471.402 


,076, 
Average Net Debit to Surplus, 1926-1935 504,73 
Difference, being the average net increase 

in proprietorship, before dividends, 
arising from the business conducted.. $38,571,987 


* = Net. 
Source: Annual 
pany, 1926-1935. 


rts of the General Electric Com- 


Carbide & Carbon Corporation will serve 
as an example. Substantial charges were 
made in each year from 1929 through 
1935, and a heavy charge in 1931 arose 
principally from a plant write-down. If 
all these items had been carried through 
income, there would have been a sub- 
stantial change in the income reported. 

In another group of corporations the 
policy with respect to surplus is a major 
factor in the determination of income, as 
important as it is in the case of the United 
States Steel Corporation. 


Unton CARBIDE AND CARBON CORPORATION 
Income and Surplus Adjustments, 1926-1935 


14,172,927 


27,254,249 


$231 ,898,513 Credit 
$23,189,851 


1954.......... Totals............... $ 30,538,883 $25,491,503 
1935... Difference............ $ 5,047,380 
Average Surplus Debit.............. 504, 738 
= 
Average Surplus Credit.......... 
sy Average Net Income Reported, 1926- $141 ,409, 572 
Average Net Credit to Surplus, 1926- 
25,340,661 
 Annul  Total................ $390,767,250 Credit 
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Undivided Earned ; 
Sur plust Credits 
5,162t 

140, 164} 


Charges 
$ 


 204,087t 


2,892,317 
403,752 
570,985 

$ 4,012,380 


$ 6,428,117 


Totals $ 68,293,554 
Difference. . ... $ 64,281,174 
Average Surplus Debit 


Average Net Income Reported, 1926- 
1935 $23,189,851 


6,428,117 


Difference, being the average net in- 
crease in proprietorship, before divi- 
vidends, arising from the business 
conducted $16, 761,734 


* Does not include dividends on treasury stock. 

+ Earned and capital surplus through 1930; earned sur- 
plus thereafter. 

t Net. 

Source: Annual reports of the Union Carbide & Carbon 
Corporation, 1926-1935. 


In the American Smelting and Refining 
Company the net charges to surplus from 
1926 to 1935 were 33.5% of the total in- 
come reported in those years. It is interest- 
ing to observe that surplus charges were 
large relative to income in six out of ten 
years. The income and surplus schedule 
is given below. 

The Radio Corporation of America re- 
ported net income of $95,629,956 in the 
14 years from 1922 to 1935. In that period 


AMERICAN SMELTING AND REFINING COMPANY 
Income and Surplus Adjustments, 1926-1935 


Income Reported 


$ 17,760,721 
15,477,770 


Undivided Earned Surplus Charges 


$ $ 1,500,000 
3,634, 173 


$10 , 848, 557 
3,634, 173 


1935 
Average Net Debit to Surplus, 1926-1935 


Difference, being the average net increase 
in proprietorship, before dividends, 
arising from the business conducted. . . 

d= Deficit. 

Source: Annual reports of the American Smelting and 
Refining Company, 1926-1935. 


$ 7,214,384 


the company charged $22,213,868 as ap- 
propriations of income before carrying 
the balance to surplus, and charged 
$62,748,269 to surplus. In substance this 
amounted to charging $84,962,137 directly | 
to surplus. If these items had all been 
carried to income, the average net income 
for the period would have been $761,987. 
It is important to note that there were in 
this period no credits to surplus and that 
charges thereto were substantial in the 
three years 1926 to 1928 inclusive, when 
the stock was the bellwether of the New 
Era. In an expanding industry such as 
this the measurement of income is a matter 
of extreme difficulty, but it is very un- 
fortunate that the total income and total 
charges of this entire period could not 
have been more realistically determined. 
An average income of less than a million 
dollars would scarcely have served to 
make the stock a leader in a speculative 
era. 

It appears from an examination of the | 
practice of this group of corporations that 
total amounts carried directly to surplus 
are large relative to income and that there 
is wide divergence in policy, divergence s0 


Credits 
Inc 
1929 4,515,122 6,311, 204 4 1 
1930 2,847, 269t 6, 706, 500 = 1 
1931 49, 548,019 — 3,415,001 $ 1 
1932 3,457,936 8,286, 762 1 
1933 2,933,126 500,000 1 
1935. 3,442,755 i 
1 
Average Surplus Debit. § 1 
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Rapio CORPORATION OF AMERICA 
Income and Surplus Adjustments, 1922-1935 


5,526,293 
768 ,903 
1,133,586 d 

582,094 d 
4,249,264 
5,126,873 


Charges 
$ 2,974,580 


$6,068, 724 


Average Net Income, 1922-1935......... $6,830,711 
Average Appropriation and Surplus Debit, 
1922-1935 6,068 , 724 


Difference, being the average net increase 
in proprietorship, before dividends, aris- 


ing from the business conducted $ 761,987 


d= Deficit. 
Source: Annual reports of the Radio Corporation of 
America, 1922-1935. 


great that an investor or any other person 
acting on facts as to income cannot rely 


on income figures until he has checked 


with care the effect thereon of surplus 
charges. In some corporations direct sur- 
plus charges have been so small that they 
have exercised no appreciable effect on 
income measurement; in other cases the 
effect has been moderate; whereas in a 
third group, of which the Radio Corpora- 
tion is typical, direct charges to surplus 
over a term of years have been more than 
50% of income reported. 

The policy of the United States Steel 
Corporation falls in the third class. There 
is a marked difference between the Steel 
policy and policies in relation to surplus 
followed by American Can, American 
Telephone and Telegraph, General Elec- 
tric, and General Motors. The funda- 
mental issue presented by this divergence 
in policy is whether net income should 
reflect the result of all forces arising out 
of the conduct of the business or is instead 
a partial figure, showing the effect of some 
but not all of these forces. 


THE BASIS FOR A DISTINCTION BETWEEN 
CHARGES AND CREDITS TO INCOME AND 
TO SURPLUS: PRINCIPLES BASED ON 
THE NATURE OF PARTICULAR ITEMS 


A solution to this problem may be 
sought along three lines. In the first place, 
an attempt may be made to distinguish 
those items which may properly be carried 
to surplus by an examination of the nature 
of the items themselves. This is the basis 
on which the problem has typically been 
approached in the past. Second, a some- 
what arbitrary conclusion may be reached 
that there should be no direct entries to 
surplus whatever, and that any difficulties 
involved in this treatment are less than 
those inherent in prior practice. A third 
method is to approach the problem as one 
in accounting policy and to base the dis- 
tinction, not on the nature of particular 
items, but on the effects of the policy 
adopted on all the parties at interest. The 
possibilities of a solution along each of 
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these lines of reasoning will be examined. 

The theory that the distinction rests on 
the nature of particular items has given 
rise to three principles which are related 
but which emphasize different aspects of 
the items concerned. According to the 
first, any charge or credit which is not 
applicable to the period under review 
should be carried directly to surplus. The 
second is a variant of this, stating that 
extraordinary items should be so treated. 
According to the third, capital charges and 
credits should be entered directly in sur- 
plus because they are not a part of current 
income or expense. All three of these prin- 
ciples are alike in basing the distinction 
on the nature of the items concerned. 

The first assumes that a reasonably 
clear line can be drawn between charges 
applicable to the current period and those 
which refer to past periods. In general this 
distinction can be drawn on the basis of 
familiar principles of accrual, but there 
are real difficulties, especially with respect 
to the more important items. A definite 
relation exists between depreciation 
charged as expense over the life of plant 
assets and amounts which may later be 
charged to surplus. If full depreciation is 
charged as an expense, there will be no 
undepreciated cost when property is re- 
tired which under this theory might be 
charged to surplus. If insufficient depre- 
ciation is charged annually, there may be 
large amounts to be absorbed at the time 
of retirement, or to be charged as plant 
write-downs before retirement. Under a 
principle which permits charging to sur- 
plus amounts not applicable to the period 
under report, it is possible to increase 
reported net income by keeping deprecia- 
tion expense at a low figure and absorbing 
losses on plant later as direct surplus 
charges. 

In the case of securities sold in one 
period which had declined over a number 
of years it might be urged that only the 


decline, if any, during the period itself 
should be charged to income and that the 
loss occurring as a result of market move- 
ments in past periods should be charged 
to surplus. When intangibles not ordi- 
narily subject to amortization are written 
off, it is difficult to assign any portion to 
a particular year; thus the entire charge 
may be, and usually is, carried to surplus. 
Losses on inventory, if the principle of 
cost or market has been applied at the 
end of the preceding period, are chargeable 
to income, as are losses on bad debts if the 
prior reserve has been properly deter- 
mined. 

Every corporation is likely to have al- 
most every year credits or charges not 
directly applicable to the business of that 
period, and the charges are likely to be 
greater than the credits. If a particular 
credit is in doubt, there is some tendency 
for it to be classified as income, because 
income will be increased thereby. If a 
debit is in equal doubt, it may be charged 
to surplus in order to prevent a decrease 
in reported income. The line of distinction 
is often vague in both cases and there is 
a tendency over a term of years for surplus 
charges to be greater than surplus credits 
This tendency is directly contrary to con- 
servatism in income measurement. 

One serious difficulty with this theory 
is that if an item is charged to surplus 
because it is not applicable to the period 
under review it is thereby removed from 
income determination entirely and is not 
charged as an expense of any period. I 
over a term of years the amounts involved 
are large, there is a possibility of serious 
distortion of reported income. 

A second difficulty is that it is often 
extremely difficult to decide whether a 
item is applicable to a particular period, 
especially when one considers the greal 
diversity of situations in which such de 
cisions have to be made. If a series 0 
charges and credits to surplus as made 
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by typical corporations is analyzed on 
this basis, it soon becomes apparent that 
the principle does not provide a clear line 
of demarcation between those items which 
are valid charges to surplus and those 
which are not. 

The second principle suggested above, 
that extraordinary items may be carried 
directly to surplus, is in reality a some- 


-what more extreme form of the one just 


discussed. Items not applicable to the 
period are usually extraordinary, and 
others which do apply to the period under 
review might be classified as extraordi- 
nary. Moreover the distinction between 
ordinary and extraordinary charges is ex- 
tremely indefinite and tenuous. The gen- 
eralization that extraordinary items may 
properly be carried directly to surplus is 
subject to the difficulties discussed in con- 
nection with charges not applicable to the 
period. It implies that net income is a 
limited figure reflecting the result of only 
a portion of the forces encountered in the 
conduct of the business, and its general 
application would lead to net income over 
a period of years different from net change 
in proprietorship before dividends over 
the period as a whole. 

The theory that capital gains and losses 
should be carried to surplus rather than to 
income involves, of course, a distinction 
between capital and other losses. This dis- 
tinction has been carried further in Eng- 
land than here. Mr. George O. May de- 
voted the second of a series of articles on 
“The Influence of Accounting on the De- 
velopment of an Economy” to a consider- 
ation of “Capital Value and Annual In- 
come.’ In that article he did not refer to 
this problem of direct entries to surplus, 
but did point out the unfortunate conse- 
quences which ensue if capital gains dur- 
ing a period of prosperity are confused 
with recurring income from operations. 


“The Journal of Accountancy, February, 1936 
Pp. 92-105. See especially p. 99, 


The matter is important in connection 
with the problem we are discussing here, 
but one may agree as to the advisability 
of separation without holding that capital 
gains and losses should be carried to sur- 
plus. 

The clear separation of capital gains and 
losses in all the variety of situations en- 
countered in practice will always be a 
matter of extreme complexity; but in so 
far as practicable, such gains and losses 
should be clearly segregated in the finan- 
cial statements. Investors and others 
would then be put on notice that such in- 
come or expense would probably not recur. 

The distinction between capital gains 
and losses and ordinary recurring income 
and expense is difficult to draw in practice. 
If plant, a capital investment, is sold for 
less than its book value or is written down, 
are these capital losses? There is an inter- 
relation between such losses and expenses, 
because if depreciation had been charged 
at higher rates the write-off would have 
been less. It would be quite possible under 
this theory to increase the income reported 
by using low depreciation rates and re- 
cording intermittent plant write-downs as 
capital losses. The very general practice 
of charging plant write-downs to surplus 
has probably been affected in many in- 
stances by a somewhat informal accept- 
ance of this capital loss theory. 

Similarly in the case of investment port- 
folios, losses or gains resulting from 
changes in the prices of securities might be 
classified as of a capital nature and, there- 
fore, not a part of the expense or income of 
the period. Reasoning of this type is prob- 
ably a partial explanation for the large 
charges to surplus for both realized and 
unrealized losses on securities. 

We need to distinguish at this point 
between two problems—the advisability 
of separating in the accounts the results 
of capital gains and losses from the results 
of the current operations of the business, 
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and the advisability of making this dis- 
tinction the basis for direct charges to 
surplus. It is clear that capital gains and 
losses should be segregated in the accounts 
so far as it is possible in practice. The 
question whether we should go as far in 
this regard as English accountants have 
done involves many matters beyond the 
compass of the present paper. The problem 
at this point is whether capital gains and 
losses should be carried direct to surplus 
and not be reflected in the reported income 
of any period. 

It would be possible to report capital 
items in a separate section of the income 
statement but to include them as part of 
income. This is not an entirely satisfactory 
solution because even if capital gains are 
clearly separated in the statement from 
recurring income there still is a danger 
that during a period of prosperity they 
may be misinterpreted by persons using 
income figures. On the other hand, if ex- 
tensive capital charges are carried directly 
to surplus there is an even greater danger 
that income will be distorted. This may 
readily occur if expenses such as deprecia- 
tion are understated during a period of 
prosperity and the losses are absorbed in 
surplus when a write-down of plant be- 
comes imperative. Distortion of this type 
may become acute if questionable credit 
items are carried to income and similar 
debits are carried to surplus. 

This problem is not an easy one and it 
illustrates the complexities of problems 
involving the measurement of income. The 
objective is conservative reporting of in- 
come, both in a particular period and from 
a long-run point of view. It seems clear 
that in deciding whether items of a capital 
nature shall be carried to surplus the final 
effect on income rather than the nature of 
the item itself should be the determining 
factor. 

The three alternatives discussed, i.e., 
those based on decisions whether items 


are applicable to the period, whether they 
are extraordinary, and whether the gains 
and losses are capital or non-capital in 
nature—all assume that some items will 
be carried through income and others will 
not. Stated from the income point of view, 
they all assume that reported net income 
will provide only a partial picture of the 
net results achieved by the management 
in its conduct of the business, that is, that 
net income will reflect only a part of the 
total effects on proprietorship. 

Although there are marked differences 
in theory between these alternatives, the 
difference in income reported arising from 
the use of one or another is probably less 
than that caused by a strict or a more 
liberal interpretation of any one of them. 

The real issue is whether a solution to 
this major problem of income measure- 
ment can be developed through analysis 
of this nature.’® 


16 The problem has been approached here primarily 
as one in income determination rather than from the 
point of view of the presentation of surplus on the bal- 
ance sheet. Most of the discussion in the literature on 
the subject leads to a conclusion that the validity of 
direct entries to surplus depends on the nature of par- 
ticular items and especially on whether they are appli- 
cable to the period under review. There has been in the 
more recent literature greater emphasis on the income 
aspects of the problem and the dangers which exist 
through too extensive use of direct entries to surplus. 
The more rtant items in the bibliography on the 
subject include the following: 

Bell, William Accountants’ Reports, third revised 
edition (New York, Ronald, 1934), pp. 136-137; see 
also pp. 116 and 119. 

Cole, William Morse, Accounts. Their Construction and 
I nterpretation (Boston, Houghton Mifflin, 1915), 
pp. 90, 123. 

The Fundamentals of Accounting (Boston, 
a Mifflin, 1921), pp. 288-291. 


Fin Principles of Accounting, Vol. 1, Inter 
mediate @ (New York, Prentice-Hall, 1934), pp. 107- 


Hate Rand, Accounting, Its Principles and 
‘oblems, (New York, Appleton, 1929), pp 5-251, 
Roy B., Advanced Accountin, ng, revised 
edition (New York, Ronald, 1933), pp. 512-514, 548 
551, 556, 557. 
Marple, ond P., Capital Surplus and Corporal 
Net Worth (New York, Ronald, 1936), pp. 151-183. 
Marple, Raymond P. , with remarks by Kester, Roy B,, 
“The Sources of Capital Surplus,” AccounTING RE 
view, March, 1934, 75-82. 
Montgomery, Robert Auditing Theory and Practitt, 
fifth edition (New York, Ronald, 1934), pp. 410-411. 
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The disposition of items which are of a 
capital nature or which for other reasons 
are not applicable to the period under re- 
view always presents accounting diffi- 
culties. If such items are not carried di- 
rectly to surplus the alternative is to re- 
port them in a separate section of the 
income statement, clearly distinguished 
from the operating results of the period. 
This solution is not ideal, but if applied 
with judgment it serves in many instances 
the objective of conservative reporting of 
income. The decision whether a particular 
item should be treated in this way or 
should be absorbed in surplus and thus 
eliminated from income altogether in- 
volves a question of policy which cannot 
be decided solely on considerations of the 
nature of the item itself. 

Methods of this sort may be tested by 
applying them to the case of the United 
States Steel Corporation, in which 
$270,000,000 was charged to surplus in 
1935. The obsolescence of plant had oc- 
curred in prior years in amounts greater 
than were recognized by depreciation 
charges of those years. The charge in 1935 
was not applicable therefore to that period 
and on this basis was properly charged to 
surplus. The loss was certainly extraor- 
dinary and it could with reason be de- 
scribed as a capital loss. A decision on any 
of the three bases would lead to the action 


Morrison, Paul L., “Reports to Stockholders,” Ac- 
COUNTING REVIEW, March, 1935, pp. 77-83. 

Owens, Richard N., “Surplus Accounts of Iron & Steel 
Corporations,” AccouUNTING REVIEW, June, 1936, 
pp. 171-178. 

Report of the Committee on Statistical Reporting and Uni- 
form Accounting for Industry to the Business Advisory 
and Planning Council For the Department of Commerce. 
Walter S. Gifford, Chairman; Pierre S. DuPont; 
William A. Harriman; Report developed by T.H. 
Sanders. 

Rowe, W. G., “Surplus Adjustments,” Journal of Ac- 
countancy, October, 1933, pp. 291-293. 

Sanders, T. H., “Reports to Stockholders,” Account- 
ING Review, September, 1934, pp. 201-219, espe- 

{ially p. 216. 

A Tentative Statement of Accounting Principles Af- 
fecting Corporate Reports,” AccouUNTING REVIEW, 
June, 1936, pp. 187-191. 


which the corporation took in charging 
the amount directly to surplus. The effect 
on income is not brought into considera- 
tion under any of these methods. 

A distinction based on the nature of 
particular items will lead to results in the 
future similar to those in the past, in which 
some companies carry almost all items 
through income whereas others carry sub- 
stantial amounts directly to surplus and 
are thus enabled to report net profit at a 
figure higher than results over a period of 
years would justify. In view of the increas- 
ing importance of income figures and the 
critical examination to which they will be 
subjected in the future, this distinction 
based on the nature of particular items is 
not a sufficient basis for a determination 
of accounting policy. 


The Elimination of Direct Entries 
to Surplus 


The difficulty of distinguishing between 
charges to income and charges to surplus 
is avoided if all items which might con- 
ceivably be classified as income or expense 
are carried through the income account. 
This method has the advantage that in- 
come reported does not depend to so great 
an extent upon difficult distinctions be- 
tween items applicable to one period or to 
others, or between capital and other gains 
and losses. It is, therefore, both easier to 
apply in practice and less susceptible to 
the manifold pressures which surround the 
final determination of net profit by a 
large corporation. 

The essential feature of this theory is 
that net income in accounting means the 
change in proprietorship in any period 
from all causes other than new investment 
by proprietors or distributions to pro- 
prietors, and includes non-operating 
charges and extraordinary items regard- 
less of size and regardless of the period to 
which they refer. Irregular income figures 
would result, it is true, if such items as 
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plant write-downs and security losses were 
carried through income; but over a term of 
years there would be a more complete 
picture of income, and the statements of 
different corporations would be more 
nearly comparable. 

Some may argue that this method 
simply combines the income statement 
and the surplus reconciliation statement 
and is as a result purely mechanical. This 
conclusion does not necessarily follow. 
The significant question is: What figure is 
to be taken as net income by those who 
act on income information—investors, 
corporate managers, and the general pub- 
lic? Clearly, some figure will be accepted 
as net income, ordinarily without ex- 
tensive critical examination; and impor- 
tant decisions will be based thereon. 

During 1936 a tentative statement of 
accounting principles was drafted by the 
Executive Committee of the American 
Accounting Association.” The statement 
is definitely tentative, but it summarizes 
a considerable body of accounting opinion. 

The income statement for any given period 
should reflect all revenues properly given account- 
ing recognition and all costs written off during 
the period, regardless of whether or not they are 
the results of operations in that period: to the 
end that for any period of years in the history of 
the enterprise the assembled income statements 
will express completely all gains and losses. 

The income statement for any given period 
should, where necessary, be divided into two sec- 
tions, one showing particulars of operation for 
the period, measured as accurately as may be at 
the time, and the other showing realized capital 
gains and losses and extraordinary credits and 
charges resulting from income realization and 
cost amortization not connected with the opera- 
tions of that period. 

The operations section of the income state- 
ment should be followed by an appropriate listing 
in reasonable detail of capital gains and losses, 
extraordinary charges and credits to income, in- 
cluding substantial adjustments applicable to but 


17 “A Tentative Statement of Accounting Principles 
Affecting Corporate oe the AccouNTING RE- 
VIEW, June, 1936, pp. 187-191. 


not recognized in prior years, extradordinary 
gains, losses and amortization resulting from 
factors other than current operations, gain or 
loss from the discharge of liabilities at less or 
more than their recorded amount, and other com- 
parable items. 

* * 

When the income for any period or series of 
periods is found to have been inaccurately stated 
to such a degree that it is desirable completely to 
recast the accounts, at least one published report 
after such revision should include a corrected in- 
come statement for each prior period for which 
adjustments have been made. 

* * * 


Neither paid-in surplus nor surplus reserves 
should be availed of for the absorption of losses, 
Charges for all cost amortization, losses recog- 
nized, and other asset values expired should be 
by way of the income account to earned surplus. 

Earned surplus should be credited or charged 
only with the following: the balance of the income 
account, as periodically reported; distributions to 
stockholders; the excess of the cost over paid-in 
capital of shares purchased for redemption, or of 
reacquired shares retired; and reductions of sur- 
plus reserves set aside for such purposes as the 
protection of working capital or the coverage of 
sinking funds. Earned surplus should include no 
credits from transactions in the company’s own 
stock or transfers from paid-in capital or other 
capital account.'* 

It may be observed in the last paragraph 
quoted that certain entries to earned sur- 
plus other than the balance of the income 
account and distributions to stockholders 
are contemplated. In practice, however, 
the amounts. involved would be small. 

Under the Association’s proposal almost 
all direct entries to surplus would be 
eliminated. This principle has many ad- 
vantages. It is based definitely on the 
income point of view and is in accordance 
with the current trend toward greater 
emphasis on income in the solution of ac 
counting problems. It recognizes the dis- 
tortion which may result if substantial 
_ 18 Under this method if stock with a par value of 
$100 were reacquired at $140 per share, the $40 would 
be charged to earned surplus. If the same stock were 
reacquired at $70 per share the $30 would not be cred- 


ited to earned surplus. This seems somewhat incon- 
sistent. 
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amounts are absorbed in surplus and never 
appear as a charge against income in any 
period. Until very recently this problem 
has not had the attention it deserves in 
accounting literature. 

The principle contemplates that all 
gains and losses shall be carried through 
the income statement and that they shall 
be presented therein in a manner which 
will separate the operating results of the 
period from non-operating elements, and 
provide for a clear classification of all 
gains and losses whether of an operating 
or non-operating nature. 

The method suggested cuts through the 
difficulties which have surrounded this 
problem by proposing a line of demarca- 
tion that would be definite in practice. 
The particular line chosen is a radical de- 
parture from customary practice and was 
doubtless so intended. There are some 
accounting problems in the solution of 
which the advantages of definiteness out- 
weigh the disadvantages which would be 
sure to arise in any attempt to apply rigid 
distinctions to complex situations. It may 
be that this is one of them. At least this 
tentative statement has drawn attention 
to a significant problem and has thrown 
a burden of further analysis on those who 
feel that the position taken by the Asso- 
ciation is unsound. 

There are a number of difficulties in the 
proposal. In the first place, it oversimpli- 
fies a highly complex problem. It bears 
some evidence of having been arrived at 
deductively by reasoning from premises in 
the theory of accounting rather than in- 
ductively by an analysis of specific cases 
which have arisen in the past and a con- 
sideration of those likely to arise in the 
future. The method of reasoning is im- 
portant, because the validity of the prin- 
ciple depends on the extent to which it 
can be used as a guide for action in dealing 
with cases that arise in practice and on the 
soundness of the results which will be 


achieved if it is so used. To the extent that 
the problem is oversimplified, the principle 
is weakened as a guide to action. 

The nature of this difficulty may be 
examined by applying the principles in- 
cluded in the tentative statement to the 
situation of the United States Steel Cor- 
poration in 1935. Either of two methods 
might have been followed. First, the 
amount of $270,000,000 might have been 
included in the income statement for 1935 
in a section following the operating section 
and listed therein as a charge “‘applicable 
to but not recognized in prior years.’”” 
Such inclusion would have resulted in 
showing an enormous net loss for the year, 
amounting to $30.89 per share of common 
stock outstanding. If this figure had been 
accepted by the community as figures of 
income and loss are usually accepted, it 
would have had an unfortunate effect on 
public confidence when the country was 
recovering from a severe depression. 

A second method under the principles 
suggested would have been to recast the 
income statements for the years affected 
and include them in the annual report for 
1935.7° The number of years for which the 
income statements would be revised would 
depend on the years over which the extra 
obsolescence was assumed to have oc- 
curred. It was at least 10 and may have 
been 30 years. 

The effects of the income statements of 
this corporation during preceding years 
had already been woven into the fabric of 
our economic life. Merely recasting those 
statements in 1935 would not have altered 
those effects and would not have made 
possible any changes in managerial de- 
cisions made in the past on the basis of 
income actually reported. It is difficult to 
see how either of these methods has any 
advantage over the policy followed by the 
Steel Corporation. 


19 See p. 48, above. 
20 See p. 48, above. 
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A second difficulty of the Association’s 
proposal lies in the rigidity of the principle. 
If business were conducted under more 
nearly static conditions, and if there were 
no violent cyclical movements such as we 
have experienced during recent years, and 
if business could assume a static tech- 
nology or even a moderate and predictable 
rate of technical change, then this prin- 
ciple might be valid and its general adop- 
tion desirable. Under conditions as they 
exist and as they presumably will exist in 
the future, there is a need for more flexi- 
bility than provided by the conclusion in 
the tentative statement. To refer again to 
the case of the United States Steel Cor- 
poration, the adjustments in the Property 
account were attributable “to the de- 
velopments in the art and mechanics of 
steel making which have operated to re- 
duce the normally expected life of such 
facilities, and to changes in plant location 
based upon shifting markets and trans- 
portation facilities.” 

A third difficulty is that the proposal 
goes only part way to a solution of the 
underlying problem of income measure- 
ment. The amounts which have in the 
past been charged directly to earned or 
capital surplus by industrial corporations 
have been large in many cases relative to 
the income reported. Simply to transfer 
these amounts to the income statement 
now would not add to the accuracy of in- 
come determination. The major problem 
lies behind this. What is needed is the 
provision of means by which the full re- 
sources of accounting may be utilized in 
the future to allocate these amounts as 
fully as may be to the periods to which 
they refer.” 

If one applies the proposal in a similar 
manner to other actual situations, the re- 
sults are not uniform. In the case of rela- 


*1In his paper Professor Sanders analyzes this 
tentative statement from a somewhat different point 
of view, See p. 47. 


tively small amounts and of items which 
bear a close relation to the period under 
review, the effects, especially in income 
determination, would have been better if 
the amounts had been carried through in- 
come rather than directly to surplus. In 
other cases, the elimination of direct 
charges to surplus and the resultant show- 
ing in income of large amounts not related 
to the period under review would not have 
served the interests of the groups con- 
cerned. 

The principles involved in the tentative 
statement have drawn attention to a 
major problem in accounting for income. 
They state a position which forces the 
outlines of that problem into clear relief; 
but when they are examined in terms of 
the cases to which they would be applied 
if adopted, it is clear that they go only 
part way to a solution. In any field as 
complex as accounting, cases resist exact 
classification. The facts and the interests 
involved are too diverse. Therefore, the 
conclusion seems reasonable, not only that 
the principles suggested fall short of af- 
fording a final answer to this problem, but 
that no principles which can be stated as 
precisely as these can be evolved to meet 
fully the requirements of what is in sub- 
stance a problem in accounting policy. 


Accounting Policies in the Administration 
of Surplus 


There are many different types of ac 
counting problems, each of which requires 
a method of solution adapted to the nature 
of the questions at issue. Some, although 
important, raise considerations affecting 
only a limited area. Others are an integral 
part of the determination of the major 
policies of a business and entail considera- 
tions as broad as the effects of those poli- 
cies. A decision in this broader area neces 
sarily involves a determination of the 
parties at interest and the nature of their 
interests, the effects of the decision so far 
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as limited powers of foresight enable those 
effects to be traced, and an evaluation of 
those effects in terms of the interests of the 
persons and groups concerned. This is not 
any easy task in view of the great com- 
plexity of facts surrounding problems of 
accounting policy, but its performance is 
part of the expanding responsibility of 
accountants. 

Depreciation, inventory valuation, and 
some aspects of consolidation and inter- 
corporate relations are problems in ac- 
counting policy. The administration of 
surplus likewise needs to be considered 
from this point of view. The distinction 
between those items which should be 
carried through income and those which 
may properly be carried to surplus de- 
pends, in the last analysis, on which pro- 
cedure will, over a term of years and in 
view of all the interests affected, give the 
soundest and most accurate record of the 
results achieved in the conduct of a busi- 
ness. 

This rule is not a precise one to be ap- 
plied mechanically. In accounting the use 
of precise rules is possible only in limited 
areas; and the belief that such rules can 
be discovered and applied in problems of 
accounting policy is a delusion. In the 
broader problems of accounting, principles 
must be equally broad and must be ap- 
plied with the highest type of judgment 
which can be brought to bear. Judgment 
based on soundly conceived principles is 
essential, for judgment without a unifying 
core of principle tends toward mere 
expediency. 

The conclusion that the distinction be- 
tween charges to surplus and charges to 
income depends on the effects of decisions 
made may seem indefinite; but before test- 
ing it by applying it to cases which have 
arisen in practice, there are supporting 
principles applicable to certain aspects of 

eproblem which may be stated in some- 
what more definite terms. 


There is relatively little difference of 
opinion concerning two of these: the neces- 
sity for full disclosure and simplicity. 
Clearly, there should be full disclosure of 
all transactions involving charges to the 
different types of surplus and of their 
effects on income. Especially is disclosure 
necessary in the case of companies whose 
securities are listed or otherwise widely 
held by the public. For these companies 
there seems to be no valid exception to the 
rule of complete disclosure. 

One can detect from 1920 on a gradual 
development in this regard. Surplus recon- 
ciliation statements were in much wider 
use in 1929 than in 1920, and the clarity 
of reporting increased steadily through 
1935. It is interesting to observe that this 
evolution was fairly regular throughout 
the period and did not reflect much more 
rapid change under the influence of the 
Securities and Exchange Commission than 
had occurred earlier. The implication is 
that full disclosure in this area developed 
within business and was not superimposed 
from outside. 

From the point of view of corporate 
policy, the underlying rule of disclosure in 
the Federal securities legislation is sound. 
It merits codperation to the end that an 
intelligent and experienced reader of state- 
ments may gain a clear idea of what has 
occurred. Fortunately, transactions in- 
volving charges to surplus are usually 
susceptible of accurate description, so that 
adequate disclosure is attainable. 

A corollary of the principle of full dis- 
closure is the necessity of keeping the facts 
respecting surplus as simple as possible. 
In the case of the United States Steel 
Corporation, it would be possible for a 
reasonably competent person to analyze 
the changes in surplus over the last 15 
years and describe them in a manner com- 
prehensible to a person not trained in ac- 
counting or finance. A similar analysis can 
be made of the reports of a great number 
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of other corporations. But there are many 
others in regard to which even a reason- 
ably competent person cannot get a clear 
idea of what has occurred, of the quality 
of judgment expressed in surplus trans- 
actions, or of the ultimate effects on asset 
valuation, reported income, and capital 
structure. 

Such a situation may even exist where 
there has been fairly full disclosure of in- 
dividual transactions. If the history of a 
corporation shows a series of sales of stock 
at different prices, stock issued for prop- 
erty, stock dividends, splits, intercorporate 
changes and complex consolidations, capi- 
tal reductions, and various applications of 
the surplus produced, it becomes impos- 
sible even for an experienced person to 
gain a clear idea of the final effect on the 
interests of investors or others. The 
average investor, without skill in such 
matters, is entirely at a loss and is likely 
to interpret the whole process as leger- 
demain. 

Anyone making a fairly full study of 
cases on capital and surplus is likely to 
gain an impression of undue complexity 
in the reports of our corporations as a 
whole. To a certain extent this complexity 
is inherent in the business conducted; but 
much of it, especially during the 1920’s, 
was avoidable. Some corporations kept 
their capital and surplus accounts during 
this period simple and comprehensible. 
This was sound policy then, and it will 
be even more so in the future. It seems 
clear that in addition to the need of full 
disclosure, there is the need that policies 
affecting surplus should be simple and 
straightforward in order that the objec- 
tives of full disclosure may be attained. 

A third supporting principle is that in 
general all items should be carried through 
income unless the circumstances of a 
particular case justify a different treat- 
ment. Every direct entry of a loss or gain 
in surplus is an exception to the normal 


procedure of carrying such items through 
income, and may be justified only on the 
basis of unusual conditions. In that event 
the action taken should be fully described 
and the circumstances which in the judg- 
ment of the management make a different 
treatment desirable should be fully stated 
so that any interested person can deter 
mine the reason for the exception and 
evaluate the judgment exercised by the 
management in arriving at its conclusion. 
If the reasons for direct absorption in 
surplus cannot be clearly stated in the 
report, the items should be carried through 
the income account. 

A fourth principle is that in so far as 
possible all charges and credits should be 
related to the periods to which they refer. 
For instance, the more accurate the de- 
preciation estimates can be made in the 
present, the less necessity there will be in 
the future for deciding whether un- 
depreciated cost of plant retired should be 
carried to surplus. The same thing might 
be said of the handling of investment 
portfolios and of provisions for income 
taxes. 

The surplus problem cannot be con- 
sidered entirely apart from other prob- 
lems, such as depreciation and inventory 
valuation, because the number of items 
not related to particular periods is a result 
of the quality of accounting in these other 
areas. However, the extent of the surplus 
problem can be considerably reduced by 4 
full use of available accounting techniques, 
in so far as the exigencies of business per- 
mit, in allocating charges and credits to 
the periods to which they refer. In many 
cases this involves the use of reserves and 
the extension into new areas of reserve 
mechanisms already developed. 

A definite policy of carrying large net 
charges to surplus during years in which 
a profit is shown is very questionable and 
is likely to lead to difficulty in the future. 
Also, it is possible for a corporation, by 
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carrying sufficient charges to surplus, to 
force a credit balance in income regardless 
of actual conditions. In less extreme cases 
there is often pressure on the part of 
management or others to carry a particu- 
lar charge to surplus in order to make a 
better income showing. If the effect is to 
show income of the period greater than it 
really is, the charge to surplus is mani- 
festly unwise. Since this possibility exists, 
there is a danger of misinterpretation of 
valid charges to surplus. In questionable 
cases it is wise to carry items through 
income unless the reasons for a different 
treatment are fully and conclusively 
stated. Direct charges to surplus, however, 
which arise out of a cataclysm such as that 
through which business has passed in the 
last 10 years are more readily justified 
than those which occur in more normal 
periods. 

Observations with respect to particular 
aspects of the question might be continued 
but they are in substance corollaries of the 
general principle suggested above, namely, 
that the decision in any particular case 
rests on the effect of the action taken on 
the interests of the persons and groups 
concerned. Since these interests lie pri- 
marily in the direction of income measure- 
ment, it follows that a sound policy with 
respect to direct entries to surplus is the 
one which over a term of years, and in 
view of all the interests affected, provides 
the best and most conservative record of 
income earned in the conduct of a busi- 
ness. 

This general principle may be tested by 
applying it to the Steel case. In 1935 
two issues were presented. As a result of 
the inquiry into plant facilities in 1934 and 
1935, it became apparent that obsolescence 
had occurred in an amount not recognized 
by prior charges to depreciation. An issue 
then arose as to the manner in which this 
should be entered in the books. The action 
taken in crediting the amount previously 


standing in appropriated surplus to offset 
reserves was a recognition of an existing 
fact and was wise from the point of view 
of conservatism in asset valuation. A 
second issue was whether this charge 
should be made against appropriated sur- 
plus or through income. This issue was 
implicit in the facts, whether or not it was 
actively considered by the management. 
In terms of the effects on stockholders and 
the general public, in view of the condi- 
tions in 1935, a charge through income 
would have accomplished nothing con- 
structive and would have been positively 
harmful. The action taken was at that 
time the soundest alternative available. 

In considering this matter it is im- 
portant to distinguish between the issues 
which were raised in 1935 and those which 
had required decisions in prior years and 
were not subject to decision in 1935. 
Preferably additional obsolescence should 
have been charged, as part of the normal 
process of depreciation, to the periods in 
which it occurred, but this would have 
reduced the income of those years sub- 
stantially. It is easy now to see that ob- 
solescence was heavier than the current 
charges indicated but it was not equally 
easy to see this fact in the period of pros- 
perity preceding 1930. Depreciation is an 
estimate and cannot be determined ex- 
actly; it is one of those elements in which 
foresight is necessarily limited. As com- 
pared with the practice of other corpora- 
tions, the depreciation policy of the 
United States Steel Corporation was not 
unduly lacking in conservatism prior to 
1930. 

There was a further issue implicit in the 
facts existing in 1935 on which there is so 
far no evidence as to a decision. The ac- 
counting policies of the corporation in the 
valuation of assets and the administration 
of surplus over the 10 years from 1926 to 
1935 led to reported average net income of 
$50,659,189. The average net increase in 
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proprietorship before dividends arising 
from the business conducted was $19,570,- 
237. When compared with other com- 
panies, United States Steel was definitely 
in the class of those making direct entries 
to surplus large relative to income re- 
ported. The implicit issue was whether the 
policy in the administration of surplus 
followed in the 10 years up to 1935 would 
be followed in the future. 

When this case is analyzed in terms of 
its effects on stockholders and the public, 
it is this third issue which assumes major 
importance. The charge to surplus in 1935 
recognized an existing fact. It was not pos- 
sible at that time to restate the income 
for prior years on the basis of conditions 
which did not become apparent until 1935. 
It is highly important, however, that in 
the determination of the income of this 
corporation in the future the full resources 
of accounting be used to measure the in- 
come reported year by year as accurately 
as the difficulties and complexities of the 
business will permit. If large charges to 
surplus in the future are to be avoided as 
a matter of policy, it is necessary that the 
decision be made now while the underlying 
reasons for such entries are subject to 
control. The experience of other corpora- 
tions conducting equally complex enter- 
prises has shown that this can be done. 
The solution of the problem of direct 
charges to surplus lies in the extension and 
further development of the best practice 
of the past. 


SUMMARY 


In this inquiry an effort has been made 
to relate a particular case of wide impor- 
tance to the body of accounting practice 
of which it is a part and to the accounting 
theory applicable thereto. The charge by 
the United States Steel Corporation in 
1935 of $270,000,000 to surplus has been 
examined as a specific instance and related 
to the surplus policy of the corporation 


over the 10 years from 1926 to 1935, 
Similar cases in the practice of other corpo- 
rations have been examined to determine 
the effects of surplus policies on equities 
and on income. The schedules presented 
indicate that there is wide variation in the 
policies of different corporations, and that 
the administration of surplus is one of the 
major areas within which judgment affects 
the measurement of income. 

The critical point in this problem is that 
at which managerial decisions are made as 
to whether charges or credits shall be 
entered directly in surplus. In any such 
decisions the nature of a particlar item, 
i.e., whether it is applicable to the period 
under review or whether it is a capital 
loss or gain, is the point at which the 
analysis necessarily starts; but decisions 
cannot be made on this basis alone. A 
decision based only on the nature of the 
item gives too little consideration to the 
broad effects of the action taken, especially 
the effects on income. 

If the Gordian knot were cut by elimi- 
nating direct entries to surplus entirely 
or reducing them to a few relatively un- 
important instances, a rigidity would be 
introduced into the determination of in- 
come which would be unfortunate in its 
broad effects. The use of direct entries to 
surplus has been overdone in the past— 
very much overdone in the case of some 
corporations. The theory that there should 
be very limited direct entries to surplus 
is sound as indicating a broadly desirable 
tendency. It is impossible to solve the 
problem, however, by eliminating such 
entries entirely, because that would in- 
troduce difficulties of a different order as 
serious in their ultimate effects as those 
removed. 

The policy of a corporation in the ad- 
ministration of surplus should depend on 
the effect of that policy on the interests of 
all persons and groups concerned. The 
most important effects lie in the area of 
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income measurement; and, in the case of 
any corporation whose securities are 
widely held, the interests of investors and 
the general public are paramount. A direct 
entry to surplus is valid only if over a term 
of years and in view of all the interests in- 
volved, it conduces to a clear and conserv- 
ative determination of income. 

This conclusion may be implemented by 
further conclusions applicable to limited 
areas, several of which have been sug- 
gested; but decisions should ultimately 
rest on the effect of the action taken on the 
interests involved. Interests are often con- 
flicting, however, and the effects of de- 
cisions are difficult to foresee fully. There- 
fore, decisions on problems in accounting 
policy must of necessity be applied with 


judgment. In this area, judgment means 
the evaluation of the effects of the deci- 
sions in so far as the inherent complexities 
of the problem permit. 

The solution of the problem of direct 
entries to surplus lies in the development 
and further extension of the practice of 
those companies that have been able to 
combine conservative valuation of assets 
with a policy in the measurement of in- 
come which does not require major ad- 
justment through direct entries to surplus. 
Such a policy is conservative both in the 
valuation of assets and in the measure- 
ment of income. The solution lies, there- 
fore, in an extension of results already 
achieved in part in the administration of a 
problem in accounting policy. 


A CRITIQUE OF THE TENTATIVE STATEMENT OF 
ACCOUNTING PRINCIPLES 


Victor H. STEMPF 


URING a regional cost conference in 
November, I had the pleasure of 


spending some time with Professor 
Taylor. Our conversation led naturally to 
a discussion of the tentative statement of 
accounting principles promulgated by 
your Executive Committee. That discus- 
sion brought us more closely to a mutual 
understanding of the objectives sought by 
that document. Some time later Professor 
Taylor invited me to participate in this 
critique. I am here, therefore, somewhat 
by accident, representing no firm or as- 
sociation; for the purpose of expressing 
my own individual views on the subject. 
The situation is akin to that of the 
farmer who was working in his field one 
day when his hired man rushed out to tell 
him that a wildcat had gotten into the 
kitchen with the farmer’s wife. The 
farmer scratched his head and finally 
drawled: “I’m afraid that wildcat will 


have to take care of himself.” We shall 
leave it to the jury to decide whether Iam 
the wildcat or the farmer’s wife. 
Seriously, gentlemen, I am sympathetic 
with the broad objectives which you seek 
but I am strongly opposed to any move- 
ment which may have the effect of shack- 
ling accounting practice with inflexible 
rules and procedures. The first tenet of 
my plea calls for recognition of a clear 
distinction between PRINCIPLES and 
the APPLICATION of such principles. 
The latter must remain flexible to fit the 
needs of varying circumstances. Although 
your committee recognizes the need for 
flexibility, I nevertheless believe that in 
some cases subsidiary rules and standards 
have been mistaken for generic principles. 
Business is not a cut and dried matter 
of uniform procedure. Characteristics of 
separate industries, and of units of the 
same industry differ; and these differences 
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require diverse application of recognized 
accounting principles to the solution of 
analogous but nevertheless dissimilar prob- 
lems. Principles are not inventions, but 
rather discoveries of basic truths, and 
although basic accounting principles are 
fixed, their application to unlike situations 
is varied. 

In recent correspondence with Professor 
Hatfield, I pointed out that many well 
prepared engineers leave college with a 
sound knowledge of principles, but it is 
only the exceptional man who makes a 
mark for himself by finding new ways of 
applying, practically, the basic principles 
which he has learned. I think the analogy 
is pertinent to accounting. We may go 
wrong occasionally in the application of 
principles but this does not mean that we 
must put accounting into a straight- 
jacket. We should be eager to find new and 
correct uses of principles if we are to keep 
pace with the development of commerce. 

A half century of accounting practice 
in this country has revealed astonishing 
progress, yet even to those of us who have 
shared in half of that period, progress 
seems a very gradual transition. Speed is 
always relative, and I plead for caution 
lest we follow the wrong trail. 

This experimental formulation of prin- 
ciples will leave its mark upon the de- 
velopment of accounting. It represents 
tedious devotion to an assignment fraught 
with many difficulties, endless negotiation, 
and revision. One hesitates to criticize the 
results of such an impressive task; but 
from the standpoint of the man on the 
firing line, I have observed a number of 
things which, to me, need clarification, and 
others with which I disagree emphatically. 

The ultimate product will come into 
the hands not alone of the profession but 
also into those of the banker, business 
man, investor, and regulatory authorities. 
The ideal must contemplate clear simple 


statements which leave no room for am- 
biguity, in order that there may be a con- 
cise meeting of the minds. In addition toa 
proper distinction between principles and 
subordinate rules, it seems to me that rules 
should be stated simply as acceptable ap- 
plications of recognized principles and not 
as mandatory procedures. This is the phi- 
losophy which underlies the standards of 
Public Accounting practice already estab- 
lished, in respect of audit procedure, which 
recognize that in a variety of instances 
other procedures may be substituted and 
that circumstances may justify the omis- 
sion of procedures recommended. The 
words “‘must” and “should” are very rare 
in that document, and the word “may” 
predominates. 

One cannot disagree with the object of 
providing ‘‘a foundation of underlying 
considerations which will TEND to elimi- 
nate random variations in accounting pro- 
cedure.” Public Accounting practice en- 
tails a constant fight against this plague. 
But, I submit that many of these varia- 
tions are not merely RANDOM differ- 
ences but carefully considered distinctions 
which seek to present the material facts 
of the business in such form and sequence 
as management deems best suited to the 
purpose. Uniform accounting procedure is 
highly desirable when comparable condi- 
tions prevail, but I submit that uniform 
accounting procedure has distinct limita- 
tions. It is often impossible to enforce 
reasonably consistent practices even with- 
in an affiliated group, let alone an in- 
dustry. Who is to be the czar? For 
example, would it not be a foolish thing to 
say to all department stores: You must use 
the retail method, or you are forbidden to 
use it and must use the ordinary cost or 
market basis? 

The full title of the document promul- 
gated by your Executive Committee is 
somewhat long. For brevity, I shall refer 
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to it as “The Document.” Further, to 
expedite my presentation, it is necessary 
that you have before you a copy of the 
document. 


COSTS AND VALUES 


The Document says: “Accounting is 
thus not essentially a process of valuation,” 
but immediately refers to “the account- 
ant’s valuation of physical assets,” thereby 
implying that valuation is part of the 
accountant’s function. How often have we 
heard the statement that an accountant is 
not an appraiser? The framers of The 
Document probably did not intend the 
implication, but the layman and the 
student may read such an intent into the 
phraseology. Accounting deals with the 
basis of stating the amount but not with 
representations of value in the ordinary 
sense. Valuation and value connote an 
imputed price, an estimate of the amount 
for which an item may be bought or sold. 
This is appraisal. Even though subsequent 
statements in The Document refer to cost, 
they go on to say that cost should be 
written off ‘‘to reflect consumed, expired, 
or lost usefulness,” which implies an ad- 
justment of the basic amount to present 
imputed price. 

It seems to me that a statement of 
principle relative to accounting for fixed 
assets requires first and foremost a re- 
avowal of the desirability of stating the 
amount of fixed assets on the basis of 
“cost less accrued depreciation, depletion, 
and/or amortization.” It is assumed that 
the term physical assets refers to fixed 
assets only, because it should not: extend 
to current assets which are subject to the 
conventional use of “cost or market, 
whichever is lower.’”’ On the other hand, 
the principle of amortization of cost re- 
lates equally to intangibles, leaseholds and 
patents. Furthermore, the statement of 
the principle should end there. When you 
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get beyond that point, into matters of 
consumed, expired, or lost usefulness, and 
“the part that should be carried forward 
as reasonably applicable to future opera- 
tions,” you get into the application of the 
principle rather than a statement of the 
principle itself. 

The Document opens with a statement 
that it does not deal with consolidations, 
but says: “Where a substantial change in 
beneficial ownership has occurred, cost is 
measured by cash outlay or by the fair 
market value of property acquired in ex- 
change for securities.” How can there be 
any change in ownership except a complete 
change when dealing with the fixed assets 
of a single corporation? Or is it meant that 
when the capital stock of a corporation 
changes hands to the extent of effecting 
a substantial change in the beneficial 
ownership of its fixed assets, the book 
figures of the fixed assets must be changed? 
Does not original cost to the corporation 
remain cost to the identical legal entity? 
Per contra, there may be justifiable oc- 
casions when management may revise the 
basis of stating the amount of fixed assets 
without a substantial change in beneficial 
ownership. I am not ready to adopt with- 
out qualification the provision that the 
fair market value of property acquired in 
exchange for securities measures the cost 
of the property. What of instances in 
which the securities issued have a readily 
ascertainable market price? May it be 
assumed that the market price of the 
securities is equivalent to the fair market 
value of the property? There are in- 
numerable variations of this situation. If 
the practices of corporations during the 
past several decades have any bearing 
upon the subject cost includes cash outlay; 
the par value of stock issued for assets; 
the market value of stock of no par value 
issued for assets; the value assigned to 
assets on the basis of appraisal or other- 
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wise and thence assigned to stock issued 
for such assets, ad infinitum. Accounting, 
like the law, first follows, and then at- 
tempts to guide commercial practice. 

Are depreciation and depletion ever 
subject to PRECISE measurement? Do 
they not always entail judgment and 
opinion? They are always estimates. The 
Document lends the contrary impression 
and is, therefore, misleading. Again, I say 
that reference, specifically, to the portion 
of past cost which should be carried for- 
ward implies an appraisal of VALUE and 
should not appear. 

It is true that The Document alludes to 
flexibility, but in far too limited a degree 
for general acceptance. Depreciation, de- 
pletion, and analogous phases of amortiza- 
tion are fixed expenses which must be 
borne by operations from year to year on 
some consistent basis, predicated upon 
some logical estimates by those qualified to 
form sound judgments thereon as the 
result of considered studies. Consistency 
of method within the individual company 
is the most important factor, assuming the 
basic method to be sound. Uniformity of 
practice within an industry is highly de- 
sirable to facilitate comparison; but to 
assume that it may be inflicted willy-nilly 
is utopian. Peculiarities of individual busi- 
nesses may fully justify departure from 
general industrial practice. In a single 
company, too, changes in technology and 
other factors may necessitate changes in 
the application of the principle of amorti- 
zation. Obviously, these changes should 
not be capricious. On the question of re- 
vised income statements for past periods 
referred to in Item 4, I shall have some- 
thing to say later. 

Through Item 4 of The Document, the 
material deals with physical assets imply- 
ing fixed assets. Suddenly, in Item 5 we 
are told that the principles should be 
broad enough to relate to inventories and 
investments, lending the impression that 


all that has gone before includes these 
classifications. This should be corrected, 
because we have entirely different con- 
cepts concerning the statement of the 
amounts of current assets as distinguished 
from fixed assets. Current assets and in- 
vestments should be dealt with separately, 

The proposal to deduct bond discount 
from the face amount of the obligation in 
the presentation of the balance sheet as 
stated in Item 6 is a radical departure. 
The intent to give expression to the 
present value of the indebtedness is 
clearly understood by all who object to 
the recommendation. The theory of pres- 
ent worth is not an innovation. I recall 
clearly studying it in Professor Hatfield’s 
MODERN ACCOUNTING in 1912. The 
principle of amortizing discount and pre- 
mium is consistently recognized in the 
deferred charges and deferred credits 
which appear quite uniformly in published 
statements. The proposal to deduct the 
amount from the indebtedness certainly is 
not a principle but the opinion of a group 
as to how the principle should be applied 
in the preparation of balance sheets. The 
vital aspect of the principle relates to its 
effect upon operations, and there we shall 
find little difference of opinion. Regardless 
of the actuarial present value of the in- 
debtedness and the academic merit of the 
proposal, it is nevertheless true that the 
amount of the contractual liability is 
the face amount, and I doubt whether the 
commercial world is ready to accept 
the proposed change. Why should not the 
same notion be extended to other clas- 
sifications? In its present form it should be 
stricken from The Document, in my 
humble opinion, but I see no reason why 
the principle of amortization of discount 
and premium in its relation to operations 
should not be substituted in The Docu- 
ment. 

Item 7 says: 


“Tf values other than unamortized costs are 
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to be quoted they should be expressed in financial 
statements only as collateral notations.” 


It very often happens, particularly in the 
acquisition of a mixed aggregate of assets, 
that the only way of determining fair 
market value lies in appraisal. By the 
definition, in Item 2, such fair market 
value would be COST, but I for one would 
not be content to express it as such with- 
out explanation that it had been based 
upon appraisal. In consolidated balance 
sheets this rule would be particularly 
perplexing, and the procedures must be 
carried through to their effect upon the 
construction of consolidated statements if 
they are to be workable. The proposal is 
an application of principle, not a principle 
per se. 

I raise the further question, induced by 
the doubt created in Item 5, as to whether 
it was intended that this proposal should 
extend beyond fixed assets. For example, 
does someone object to the statement of 
marketable securities at quoted market 
prices if the market has declined belowcost? 

The Document makes the statement 
(Page 10) that: 

“Every business enterprise should eliminate 
from its accounts those costs which are applied 
to assets no longer useful or salable, and should 
reduce the carrying values of assets in use or 
ultimately to be marketed to such amounts as 


may reasonably be expected to be recovered in 
the course of future operations.” 


Does this mean that if a business is un- 
profitable the fixed assets should be writ- 
ten down immediately to such a basis that 
the lower depreciation charge will turn the 
business into a profitable one? 

If the paragraph relates to all assets, 
there should be a distinction made be- 
tween fixed and current assets by separate 
tules of procedure. If we may consider it 
in its restricted relation to fixed assets, 
certain differentiations must also be made. 
As to the ordinary, recurring displacement 
of units of equipment the proposal is ac- 


ceptable, but little difficulty occurs in the 
preparation of balance sheets from the 
standpoint of disclosure of material fact 
concerning such items. The real problems 
relate to plants as a whole, excess facilities, 
abandoned plant, and plant built and 
equipped at top prices, the fixed charges of 
which cannot be borne by normal opera- 
tions. These situations involve major 
operations, which necessitate an anesthet- 
ic, by scaling down capital, wiping out 
operating deficits, and starting afresh with 
a new earned surplus. Such adjustments 
should, of course, be undertaken only with 
stockholder approval to give them the 
status of a bloodless although painful re- 
organization. These proceedings entail ap- 
praisals to determine amounts which may 
be utilized satisfactorily, and the expres- 
sion of such appraised amounts in sub- 
sequent balance sheets. The rule stated in 
the document is hardly sufficient to cover 
these circumstances. The process is not a 
principle but rather a procedure which 
involves the application of several prin- 
ciples. 


MEASUREMENT OF INCOME 


The Document recommends as a prin- 
ciple the adoption of a combined operating 
and non-operating income statement to 
eliminate all necessity for surplus adjust- 
ments. I am quite ready to concede the 
academic desirability of this proposal. I 
have recommended it for years, but I 
doubt whether it takes the status of an 
accounting principle. I consider it rather 
an idealistic rule for the application of the 
principle that these factors should find 
ultimate expression in Earned Surplus, 
and the corollary that Capital Surplus 
should not be used to relieve future earn- 
ings of charges that would normally fall 
thereagainst. In practice, surplus adjust- 
ments are looked upon with disfavor, and 
constantly recurring surplus adjustments 
probably indicate the presence of faulty 
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accounting methods. One of our funda- 
mental tenets of accounting requires that 
expenses should be charged against the 
income in the production of which they 
have been incurred. In the great majority 
of cases entailing substantial amounts this 
concept has been carried out in the annual 
financial statements of corporations. How- 
ever, the inexact accrual of income and 
expense, sometimes violates this principle, 
but the differentials at the beginning and 
end of the year are usually inconsequential 
and this violation does not materially dis- 
tort income between years. It is very 
doubtful whether the most ardent sup- 
porters of surplus adjustments would ad- 
vocate that these differences be entered 
in surplus. The practical problem arises 
only when the items are materially large. 

In regard to the matter of writing down 
property amounts, for example, is the 
charge to be made to income or surplus? 
A charge to Capital Surplus has the effect 
of relieving future earnings of charges 
which would normally fall thereagainst, 
and is ruled out, unless the adjustment be 
made a part of a “bloodless reorganiza- 
tion” bearing stockholder approval, and 
calling for a new start in Earned Surplus 
(dated surplus). However, with the knowl- 
edge that such an adjustment has a retro- 
active effect upon prior years’ earnings, it 
matters little, in my opinion, if either or 
both the income for the year or the balance 
of earned surplus are large enough to ab- 
sorb the adjustment, whether the charge 
be made against the one or the other so 
long as the fact is disclosed that the ad- 
justment relates to operations or prior 
years. I am loath to insist that the corpo- 
ration should also assume the expense and 
somewhat futile effort of determining an 
allocation against each of the prior years 
affected. Management would doubtless 
insist upon a charge against surplus. 
Management would doubtless insist upon 
a charge against surplus. Management it- 


self would be content to know the aggre- 
gate adjustment applicable against prior 
years, and the benefit to be derived from 
retrospective apportionment by years 
would rarely justify the expense. One 
solitary factor of hindsight does not war- 
rant the assumption that it alone would 
have affected the operations of prior 
periods had it been known at the time. 

The uncertainties of Federal income 
taxation plague management constantly. 
Every possible effort is made to compute 
income taxes conservatively and final set- 
tlements of taxes often result in excesses 
in one year offset by deficiencies in other 
years. In a great many cases several years 
are settled at one time. These settlements 
involve in some degree the give and take 
which normally accompany negotiation, 
and the settlement between years is often 
arbitrary if not in fact capricious; yet the 
amounts involved may be material. At 
best the determination of profits for an 
arbitrary cut-off of one year is so mucha 
matter of judgment and opinion, that it 
seems to me the tendency should be away 
from emphasis upon the single year and 
rather toward the long-range trend of 
cumulative earnings. The net debit or 
credit adjustment made within any one 
year might distort income. Personally, I 
prefer the earned surplus adjustment 
under such conditions. 

Consider goodwill purchased for cash, 
the purchase price being based upon prior 
earnings. Assume that the goodwill has 
become worthless and that the directors 
have decided to write it off. What ac- 
countant would suggest that it be carried 
through the income account of the year? 
Or if an income statement of a period of 
years is prepared, who would suggest esti- 
mating the annual loss and adjusting the 
income of the respective years? Again the 
practical method is to write it off against 
surplus. 

Admittedly, there has probably been 
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too wide a spread of procedure evident in 
the decade which preceded the depression 
of 1929. Hindsight brings with it an in- 
tolerant wisdom. Many practices pursued 
in those years had the support of common 
acceptance, experimental and faulty 
though they may have been. All have 
profited by experience. Few condoned in- 
consistent practices at the time. Certainly 
it was recognized that it is unsound to 
credit extraordinary income to current 
profit and loss and to charge extraordinary 
losses directly to current surplus. Both 
should be handled consistently and both 
should be disclosed. 

Recurring surplus adjustments should 
be viewed with concern and should be 
resisted. The income statement for a year 
should reflect all determinable items ap- 
plicable to the year, whether recurring, 
non-recurring or extraordinary, and minor 
items applicable to prior years which will 
not distort the results of the current year. 

On the other hand, charges and credits 
applicable to prior years which would tend 
to distort current year’s net results should 
be carried to earned surplus. I concur in 
the opinion that the preferable method of 
reporting the income of a series of years 
would be to adjust income for each of the 
several years in respect of subsequent ad- 
justments affecting the amounts originally 
reported, supplemented by a reconciliation 
of the adjusted income with that shown 
in the annual reports. This practice was, 
in fact, quite general in prospectuses prior 
to the enactment of the Securities and Ex- 
change Acts. I am not willing to accept 
this proposal, however, as an inflexible 
principle. I look upon it as a reasonable 
and preferable application of the principle 
that each year’s operations should stand 
on its own legs to the extent that may be 
possible. Provision should be made each 
year through the income account not only 
for all known losses but also in reasonable 
amount for indeterminable losses, and 


such losses when definitely ascertained and 
liquidated may with propriety be charged 
against such provisions. Liabilities or re- 
serves thus reared are, in my opinion, quite 
different from similar provisions made out 
of earned surplus for future possible losses. 
Reserves established out of surplus for 
balance sheet purposes should be restored 
whence they came when the losses are 
determined, and such losses should be 
charged against operations. Otherwise, if 
such reserves are used to absorb the losses, 
as has been pointed out, the losses are 
left suspended in mid-air without having 
passed through the operations of any year. 

I have no objection to Item 9, other 
than to insist that it should not be 
dignified as an accounting principle, but 
that it is rather a procedure which soundly 
applies recognized principles. Its adoption, 
I believe, requires even further refinement 
to distinguish collateral activities from the 
principal activities of an enterprise. Items 
10 and 11 are merely elaborations of Item 
9 and probably should be combined with 
Item 9 and certainly should not be digni- 
fied as “Principles.” Each enterprise 
should be free to express its operations and 
other activities in such form and sequence 
as may, in the opinion of management, 
best disclose the material facts. I recognize 
in Item 12, something which may properly 
be called a principle, and which I endorse 
without qualification. 

I see so many practical objections to the 
theoretical recommendations made in 
Item 13 that I find myself entirely out of 
sympathy with the suggestion that the 
ordinary annual report should be ac- 
companied by restatements of prior years’ 
earnings affected by adjustment made 
within the current year. 


CAPITAL AND SURPLUS 


It seems to me that the particularly de- 
sirable thing to be accomplished in the 
analysis of surplus is to have a clear dis- 
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tinction between that surplus which has 
arisen from earnings and that which has 
come from other sources. I like to call all 
of these other types of surplus by the 
generic term: “Capital surplus.” Paid-in 
surplus is just one of many types of capital 
surplus and distinctions between these 
types of capital surplus should be main- 
tained as clearly as may be possible. On 
the assumption that a rose by any other 
name smells as sweety, I concur in the 
principles outlined in Items 14, 15, 16 and 
17. Similarly, Iam ready to accept 18 with 
the exception that it necessitates an ac- 
ceptance of Item 8. As previously stated, 
I do not look upon the proposals made as 
to the form of the income statement as 
matters of principle. Item 19 has my full 
support, as does also Item 20, providing 
the intent does not go beyond that which 
I infer. Certainly the opening balance of 
each surplus account should be reconciled 
with the closing balance by a disclosure of 
the changes made during the year. As to 
capital stock, reacquisitions, retirements, 
etc., should be shown, but I doubt whether 
it is necessary, for example when a new 
issue of stock has been made during the 
year, to say: “This stock was not out- 
standing at the beginning of the year but 
was issued on blank date.’’ Nor do I think 
it necessary to refer to increases in issued 
amounts arising from the exercise of 
options, when the options themselves have 
been noted repeatedly in the statement. 


I concur in the closing paragraphs of 
Item 20, excepting operating reserves as 
distinguished from surplus reserves. The 
latter should be restored whence they 
came, but I see nothing improper in the 
establishment of operating reserves to 
provide for liabilities emanating within a 
given period, out of the income of that 
period, although the amounts may be in- 
determinable at the time. I may have 
patent litigation and know that there is 
grave question as to my liability, although 
I shall contest the action aggressively. 
Some provision for such litigation may 
properly be made in such period based 
upon reasonable estimate, and coming out 
of income, and the liability when deter- 
mined and liquidated may properly be 
charged against such reserve. 

x * * 


In conclusion, may I say that I endorse 
a program of gradually amplifying the 
body of generic principles upon which our 
professional work is based, but let us be 
sure that they are principles and not 
merely subordinate procedures. I oppose 
unequivocally all dicta governing the ap- 
plication of accounting principles, believ- 
ing that the unfettered exercise of judg- 
ment is fundamental to the development 
of any profession. In this last respect, | 
feel as righteous as the old Scotsman who 
prayed: “O Lord, start me right, for Thou 
knowest, Lord, Thou canst not change 
me.”’ 
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SOME TENTATIVE PROPOSITIONS UNDERLYING 
CONSOLIDATED REPORTS 


E. L. KOHLER 


(The following paper was prepared at the direc- 
tion of the Executive Committee of the American 
Accounting Association, and presented at the an- 
nual meeting of the Association on December 29. It 
represents in the main the opinion of the Committee 
and will shortly be reissued, perhaps in altered 
form, as an official pronouncement of the Associa- 
tion.) 


like other human institutions, have 

enjoyed varying degrees of popu- 
larity. From obscure beginnings they rose 
to a position of eminence in the financial 
world and were quite generally regarded as 
the only acceptable means by which the 
financial data of related business organiza- 
tions could be presented to creditors, 
stockholders, income-tax authorities, and 
the public. But when it appeared in certain 
instances that these statements could con- 
ceal as well as reveal information, their 
popularity suffered a setback. Account- 
ants who had painstakingly developed 
consolidating technique found themselves 
wondering if they had not paid too much 
attention to the form and too little to the 
substance which financial statements 
ought to reveal. 

Both the strength and the weakness of 
a consolidated statement lie in its ability 
to disclose summary information about a 
number of related enterprises, with a fine 
disregard for legal entities. This disregard 
is essential to the concept of an economic 
unity but it may be the source of confusion 
to creditors and other equityholders. 

Separate financial statements of in- 
dividual subsidiaries must be submitted 
to outside stockholders if they are to be 
given any idea of the significance of their 
equities; consolidated statements mean 
nothing to them except insofar as a con- 


(Vite other financial statements, 


trolled profit lies in assets not yet disposed 
of to the public. 

Conditions may make one or more types 
of combined financial statements desirable 
in the published report of a controlling 
company: the overall consolidated state- 
ments, group statements of all the sub- 
sidiaries or of natural divisions of sub- 
sidiaries, and consolidating or grouping 
statements. The objectives in presenting 
financial results should be clarity, suffi- 
ciency, and comparability, with the gen- 
eral qualification that until the require- 
ments of financial interpreters can be 
formulated more precisely, an oversupply 
of information is to be preferred to the 
meagre details so frequently accompany- 
ing controlling-company reports. 

Following are ten propositions, each 
followed by interpretations and applica- 
tions, designed as an approach to the sub- 
ject of consolidated statements. Questions 
of technique have been regarded as less 
important than the construction of the 
background that should be sketched in 
before procedures are developed. 


A. GENERAL DEFINITION AND 
APPLICATION 


1. Combined financial statements por- 


- tray the joint position or operating results 


of two or more business or other units as 
though but one existed. They are second- 
ary rather than primary in character, and, 
as enlargements of the financial state- 
ments of a common controlling interest, 
they assist in explaining the relationships 
of that interest to the outside world. 

(a) A “‘combined”’ financial statement is 
the summation of the financial statements 
of two or more units having a common 
control. If the control lies in one of the 
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units, as in the case of the controlling- 
company-subsidiary relationship, the 
statement is a ‘“‘consolidated” statement; 
if the control lies elsewhere, the statement 
may be called a “‘group” statement. The 
“unit”? may be a business, governmental, 
or other enterprise, or any division of such 
enterprise, whether or not incorporated. 
For present purposes, discussion is con- 
fined to business-corporation units. 

(b) By a “controlling” company is 
meant any holding or parent company. 
The principal functions of a “holding” 
company are the ownership of the securi- 
ties of one or more subsidiaries and usually 
the supervision of their operations. A 
“parent”? company is an operating com- 
pany which is also a holding company. 

(c) A “subsidiary” is any company con- 
trolled by another. 

(d) “Control” means power, as a rule 
actually exercised, to choose at least a 
majority of the board of directors. It is 
usually direct: that is, evidenced by the 
ownership of a majority of the subsidiary’s 
outstanding voting capital stock. However 
control may also be indirect: the posses- 
sion of less than half of the voting stock 
may be sufficient to insure the domination 
of meetings of stockholders, and hence 
the election of a majority of the board of 
directors, provided that there exists, to the 
necessary degree, any one or more of the 
following conditions: 

(1) Ability to obtain proxies from other 
stockholders. 

(2) Inactivity of stockholders who take 
no part in meetings, by attendance or 
through proxies. 

(3) Ownership of voting stock by sub- 
sidiaries, directors, officers, employees, 
nominees, or other persons having sub- 
ordinated interests. 

(4) Possession of a lease or other con- 
tract with a corporation which carries 
with it the virtual ownership of the 


corporation’s assets without any necessary 
ownership of capital stock. 

(e) Occasional instances are found 
where a majority interest in the capital 
stock does not carry with it dominance of 
the policies of another company, because, 
for example, ownership is temporary, 
strong individuals constitute an effective, 
satisfactory management, or, as men- 
tioned in the preceding paragraph, con- 
tractual relationship with a creditor or 
other outsider substantially limits the 
possibility of control through stock owner- 
ship. Such companies can be referred to as 
“uncontrolled” [2(a)3]. 

2. Consolidated financial statements 
have more significance where the subsid- 
iaries are homogeneous with the control- 
ling company or with each other, and 
where the display of the financial or 
operating characteristics of any one sub- 
sidiary is not material to an understanding 
of the group as a whole. The strongest case 
for consolidated statements is the situation 
where a parent company and its wholly 
owned subsidiaries together constitute an 
integrated line of endeavor under a com- 
mon management. 

(a) Since the purpose of consolidated 
statements is primarily to give information 
beyond that appearing in the statements 
of the controlling company, their general 
effect must be carefully weighed before 
they are published. Included in the con- 
solidated group should be all subsidiaries 
regardless of the percentage of stock 
ownership, excepting only, where ma 
terial— 

(1) A subsidiary whose operations art 
unrelated to those of its controlling com- 
pany and any other subsidiary. 

(2) A subsidiary about to be disposed 
of. 

(3) An uncontrolled company, evel 
though its capital stock be owned [1(¢)}. 

(4) A subsidiary where control is being 
exercised only temporarily. 
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(5) A subsidiary the financial state- 
ments of which bear a date differing from 
that of the statements of the controlling 
company . 

(6) A foreign subsidiary, especially 
where the rate of exchange fluctuates 
widely, restrictions exist on the with- 
drawal of funds, unfavorable legislation is 
in force, or the foreign government is in 
the process of change. 

(7) A subsidiary the control of which 
has been acquired at a figure substantially 
and unaccountably in excess of or less 
than the corresponding fraction of the 
recorded or appraised amount of its net 
assets at the date of consolidation [6(c)]. 

(b) Consistency in consolidation is much 
to be desired in order that the maximum 
value may be obtained from comparisons 
of statements of successive years. New 
additions and omissions, if any, of con- 
solidating units should be noted on pub- 
lished statements, and their general effect 
on the total indicated. 

(c) When subsidiaries are not included 
in the consolidated group, their separate 
financial statements should accompany 
the consolidated statements. 

(d) The financial statements of uncon- 
solidated subsidiaries, included as supple- 
mentary to consolidated statements or is- 
sued independently, should always reveal 
in their headings the name of the control- 
ling company and the number of shares of 
stock owned by it. 

3. Group statements of all subsidiaries 
or of classes of subsidiaries are substitutes 
for consolidated statements where the 
controlling company has financial or op- 
erating characteristics unrelated to its sub- 
sidiaries, or where the activities of certain 
subsidiaries differ from those of others. 

(a) The possibilities of group state- 
ments have usually been greatly under- 
estimated. If, for example, an investment 
company has noncontrolling interests in 
other companies, and also controlling in- 


terests in a group of manufacturing com- 
panies and in a group of power companies, 
financial statements of the controlling 
company, and combined financial state- 
ments of each of the two controlled groups 
of related companies would be of value 
for interpretative purposes. 

(b) Necessarily, group statements should 
be as few as possible; for the greater the 
number, the more difficult interpretation 
will be. Yet it should not be forgotten 
that a diversity of interests makes the task 
of summation troublesome. Complicated 
corporate structures cannot be easily 
viewed. 

4. Combining (consolidating or group- 
ing) statements are helpful supplements to 
consolidated or group statements. 

(a) A combining (consolidating or 
grouping) statement is a summary work- 
sheet which has as its purpose the bringing 
together of the recorded data underlying 
a consolidated or group statement. State- 
ments of individual subsidiaries or groups 
of subsidiaries may appear in condensed 
form, and explanations are given for inter- 
company eliminations. This statement 
yields useful information— 

(1) Where some diversity exists be- 
tween individual subsidiaries but not 
enough to warrant the independent state- 
ments described in the preceding proposi- 
tion. 

(2) Where material intercompany elimi- 
nations are not readily determinable from 
other data in the report. 

(b) Groupings can be made by classes 
of items ordinarily appearing in detail in 
other statements, especially where the 
eliminations applicable to such groupings 
are minor or wanting entirely. It is de- 
sirable to display some detail of the inter- 
ests of outside stockholders [8(d)]. 

(c) A combining statement should be 
recognized as the most difficult to under- 
stand of the three kinds of statements out- 
lined above. It must be made as lucid as 
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possible. Explanations of intercompany 
eliminations will be involved in many in- 
stances but they should, if necessary, be 
sufficiently extended so that the reader 
with a moderate amount of technical 
equipment can understand them. 


B. CONSOLIDATION PROCEDURE 


5. In the preparation of any combined 
financial statement, the complete elimina- 
tion of intercompany accounts, gains, 
losses, and transactions is necessary. 

(a) Eliminations consist of all inter- 
company— 

(1) Investments in securities [Proposi- 
tions 6 and 7] 

(2) Advances and current accounts 

(3) Profit or loss in inventories, in fixed 
and other assets, in valuation accounts, 
and in liabilities 

(4) Purchases (sales) 

(5) Service, interest, and other expense 
(income) 

(6) Dividends 

(b) Eliminations in consolidated state- 
ments of intercompany gains and losses 
should be complete, notwithstanding the 
presence of outside stockholders of subsid- 
iaries. If, for example, there is a 60% 
control over a subsidiary, not 60% of any 
intercompany profits in inventories should 
be cast out, but 100%. Without this pro- 
cedure, confusion of ‘‘costs” remains which 
does not reflect the unitary position of the 
combined enterprises. 

(c) Eliminations applicable to outside 
stockholders of subsidiaries should be dis- 
posed of as provided for elsewhere [8]. 

(d) For the purpose of effecting a con- 
sistent, orderly, and responsible basis of 
elimination in successive financial state- 
ments, an “eliminations” ledger should be 
maintained in all but the simplest cases. 
The accounts in this ledger are built up 
historically, following the classification ap- 
pearing in the consolidated statements; 
adjustments are made from time to time 


for sales or purchases of subsidiary securj- 
ties, and on statement dates for intercom: 
pany profits and other items. Aside from 
providing the connecting links between 
financial statements of individual com. 
panies and the consolidated statements, 
the eliminations ledger makes it possible 
to say that the consolidated statements 
have been compiled from figures appear. 
ing in their entirety on books of account. 

6. Elimination in consolidation of inter. 
company investments in capital stock 
against the equities shown by the records 
of the issuing company may give rise to 
differences which should be distinctively 
labeled on the balance sheet. 

(a) On consolidated balance sheets the 
difference between the investment cost 
and the book equity is in practice vati- 
ously disposed of. An excess of investment f 
cost has at times been merged in an u- 
disclosed amount with recorded goodwill, 
added to tangible fixed-asset accounts, 
shown separately, or subtracted from the 
combined capital-stock and surplus ac- 
counts. An excess of book equity at the 
date of acquiring control has been merged 
in an undisclosed amount with “capital 
surplus” or paid-in surplus, subtracted 
from tangible fixed-asset accounts, o 
shown separately. In some instances, both } 
“goodwill from consolidation” and “capi- 
tal surplus from consolidation” have ap 
peared on the same consolidated balance 
sheet; in other instances they have been 
merged. 

(b) The date on which control was 
acquired may conveniently be referred to 
as the “date of acquisition.” 

(c) Recommendation has been made 
[2(a)7] that where an excess as to any ome 
subsidiary is substantial (perhaps 20% ot 
more of the investment in that subsidiary) 
and cannot readily be explained, the sub 
sidiary be not consolidated, and that the 
facts peculiar to that subsidiary be dit 
played in separate financial statements 
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The excess may be ascribable to an earn- 
ing power disproportionate to the invest- 
ment appearing on the subsidiary’s books, 
to the provision of too much or too little 
depreciation on fixed or intangible assets, 
or in general to asset valuations differing 
from those on which the controlling com- 
pany’s acquisition has been based. If the 
cause has been inaccurate bookkeeping 
procedure, the remedy lies in determining 
the cause of the excess and correcting it. 
If the cause has been the earning power on 
the part of the subsidiary, there can be no 
objection to adding the subsidiary to the 
consolidated picture. But if the cause can- 
not be determined, or if no basis exists for 
correcting the books of account, the inclu- 
sion of the subsidiary with the consoli- 
dated group might lead to substantial in- 
accuracy in interpretation. 

(d) If the net excess is one of invest- 
ment cost, it should not be confused on the 
consolidated balance sheet with goodwill 
or other intangible item which bears the 
label of something acquired in a direct 
purchase with other assets; it should be 
designated “Excess from consolidation 
with subsidiaries” or ‘‘Consolidation ex- 
cess.” This treatment avoids a merging 
with items usually associated with individ- 


=. ual companies. 


(e) An excess of book equity at the date 
of acquisition over investment cost be- 
comes “Consolidation surplus.” On the 
consolidated balance sheet the consolida- 
tion excesses should be separated from the 
consolidation surpluses, in view of the 
possibility that the former may become a 
loss and that the latter may ultimately be 
surplus of the controlling company avail- 
able for distribution to its stockholders. 

(f) Earned surplus on the consolidated 
balance sheet arising from subsidiary com- 
panies should be confined to undistributed 
Profits earned since the date of acquisi- 
tion, without regard to the period prior to 
that date during which an interest less than 


controlling may have been owned. Earned 
surplus applicable to shares acquired after 
the controlling-interest date should be 
computed only from the date of acquiring 
such shares. 

(g) Shares of the controlling company’s 
capital stock owned by a subsidiary before 
the date of acquisition should be treated 
in consolidation as treasury stock pur- 
chased on that date. Any subsequent ac- 
quisition or sale by a subsidiary should be 
treated in the consolidated statements as 
though it had been the act of the control- 
ling company. 

7. Elimination in consolidation of in- 
tercompany investments in obligations 
against the accumulated obligations shown 
by the books of the issuing company gives 
rise to the adjustment of the consolidation 
excess or surplus or of current loss and 
gain as the circumstances may require. 

(a) Intercompany obligations should 
form no part of consolidated outstanding 
obligations. 

(b) Any premium or discount at the 
date of acquisition arising from the differ- 
ence between the investment cost and the 
accumulated obligation on the books of 
the issuer (i.e., face amount less any un- 
amortized discount, plus any accrued pre- 
mium to be paid on retirement) should be 
combined with the consolidation excess 
[6(d)] or surplus [6(e)] arising from the 
subsidiary affected; any differences from 
acquisitions thereafter should be regarded 
as current gains or losses. 

8. The amount of outside ownership 
equities, divided between capital stock 
and the various forms of surplus as they 
are reflected on the records of subsidiaries, 
together with the adjustment thereof re- 
quired by the elimination of intercompany 
gains or losses, are necessary details on the 
face of the consolidated balance sheet. 

(a) A full elimination of intercompany 
profits and losses [5(b)] necessitates an 
adjustment of the equities of the outside 
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stockholders of the subsidiary that has 
taken the profit or loss. This is justifiable 
because the purpose of the consolidated 
balance sheet is to display both assets and 
equities in the amount at which they 
would be stated if the several legal entities 
composing the consolidated group were 
reduced to one. Outside stockholders are 
entitled to know what portion of their 
book equities is represented by a “con- 
trolled” profit: that is, a profit that has 
not yet been realized through a sale to the 
public. 

(b) Outside stockholders and their 
shares of the surplus accounts on the con- 
solidated balance sheet should be regarded 
as liabilities rather than as net worth. Al- 
though not legal obligations, these equi- 
ties possess some of the attributes of ob- 
ligations in that their interests do not 
parallel those of the controlling equities. 
This is recognized in the frequent absorp- 
tion by the controlling company of the 
entire operating loss or deficit of a subsid- 
iary not fully owned, or in the assump- 
tion by the controlling company of all the 
writedown of an unrealized profit. 

(c) The absorption mentioned in (b), 
of a loss or deficit is a policy the adoption 
of which should be approved by the boards 
of directors of both the controlling com- 
pany and its subsidiary. This policy, often 
followed where the intercompany transac- 
tions of a subsidiary have not been main- 
tained at arm’s length [9(b)], should be 
recorded on the books of the controlling 
company and the subsidiary by entries 
covering the entire amount of the sub- 
sidiary’s loss or deficit, or, better, the en- 
tire amount of the differences attributable 
to the failure to preserve an arm’s-length 
relationship. 

(d) Where there are two or more sub- 
sidiaries, the balance-sheet summary of 
outside-ownership equities should be sup- 
ported in the consolidating balance sheet 
[4(b)] or by a supplementary schedule. 


C. RELATIONS WITH BOOKS 
OF ACCOUNT 


9. Complete books of account are neces. 
sary for each subsidiary. 

(a) It is not uncommon among many. 
facturing and trading enterprises to find 
wholly owned branches separately incor. 
porated but with assets and _ liabilities 
merged with the parent. Many practical 
difficulties arise from such situations, in. 
cluding the confusion which results from 
attempts to prepare financial statements 
of the parent company alone. 

(b) Not only should separate recordsh 
maintained for each subsidiary, but the 
transactions of each subsidiary should 
on an arm’s-length basis; particularly’s 
that basis necessary where there are out- 
side creditors and stockholders. 

(c) A division of the surplus accounts 
between the period prior to the date o 
acquisition [6(b)] and the period there 
after, and the indication by directors o 
the source when dividends are declared, 
are helpful devices in the preparation o 
consolidated statements and in the record- 
keeping of the controlling company. 

10. No practical benefits are derived 
from accruing profit and loss from sub 
sidiaries on the books of the controlling 
company; reserves for losses on invest 
ments in subsidiaries are preferably based 
on estimates of ultimate realization rather 
than on amounts of operating losses. 

(a) Accountants differ on the question 
of accruing on the books of the controlling 
company the annual profit or loss from 
the operation of each subsidiary. Somt 
prefer to follow the conservative practict 
of adjusting for operating losses but nd 
for profits, or for operating losses in exces 
of operating profits since the date of acquk 
sition, the adjustment taking the forma 
a valuation reserve against the invest 
ment. This practice is unobjectionable i 
the addition to the reserve is a reasonable 
increase in the expected loss from realiz 
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tion. But in general there is little support 
for the practice, occasionally encountered, 
of adjusting the earned surplus of the 
controlling company so that it will always 
be in agreement with consolidated earned 
surplus; such procedure unnecessarily con- 
fuses books of account and unconsolidated 
financial statements prepared from them. 

(b) A cash or stock dividend of a sub- 
sidiary effected through a credit to an ac- 
count with the controlling company on 
the subsidiary’s books and reflected as in- 
come in the same amount on the books of 
the controlling company and as a debit to 
a corresponding account with the subsid- 
iary is a financial device much to be pre- 
ferred over the practice of taking up the 
subsidiary’s profit merely as an accrual. 
An accrual reflects only a potential right 
to the profit; as a dividend, the same 
amount becomes a creditor’s equity in the 
subsidiary’s assets. 

(c) If paid from surplus earned prior to 
the date of acquisition, dividends of sub- 
sidiaries should be treated as liquidation 
dividends and credited to a valuation ac- 
count applicable to the investment; should 
such dividends exceed the investment 
cost, the excess should be credited to an 
“acquired surplus” account in order to 
distinguish it from other sources of earned 
surplus. 

(d) Sales by a controlling company of 
subsidiary shares are best treated in the 
ordinary manner: their cost is the average 
cost; the profit or loss is the difference be- 
tween selling price and the average cost. 
On the consolidated statements the effect 
is a reduction of a portion of the consoli- 
dated excess or surplus, if any, and a gain 
or loss differing from the controlling com- 
pany’s by the amount of the applicable 
undistributed profit or accumulated loss 
since the date of acquisition. 


ILLUSTRATIONS 


Following are a number of practical 


situations to which these propositions have 
been applied. 

I. The deficit of an operating subsid- 
iary accumulated over a period of years 
is removed by a charge to the paid-in sur- 
plus created by writing down its capital 
stock. In accordance with Proposition 10, 
no change need be made in the parent 
company’s investment account except 
where probable realization has fallen be- 
low the investment cost. There will be, 
however, a change on the consolidated 
balance sheet, provided the cost of the 
investment in this subsidiary is less than 
the book value at the date of acquisition; 
this change will be a transfer of the deficit 
accumulated since the date of acquisition 
to consolidation surplus to the extent that 
consolidation surplus from this subsidiary 
is available. 

Expressed in other words, there is a 
merging on the consolidated balance sheet 
of paid-in surplus and accumulated deficit 
pertaining to the same subsidiary when, 
in fact, that deficit has been expunged on 
the books of the subsidiary. It may be 
contended that the merging of the two 
items need not wait for formal action by 
the subsidiary, that the parent company 
has in effect lost nothing when it has paid 
so little for the investment. But Proposi- 
tion 1 refers to the consolidated balance 
sheet as an expansion of the parent 
company’s balance sheet. A group of legal 
entities is reduced to one. In the consoli- 
dating process the one, in fact existing, re- 
tains its legal status; the subsidiaries lose 
theirs and become a part of another quasi- 
legal whole. Consequently, the distinction 
between paid-in capital and earned sur- 
plus remains sharp. Consolidation surplus 
bears all the earmarks of paid-in surplus 
and could be called by that name if the 
subsidiary that gave rise to it were dis- 
solved and the net assets were taken over 
by the parent. In this instance only formal 
action by the subsidiary can merge con- 
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solidation surplus and the accumulated 
deficit. The action required will, of course, 
depend on the law of the state under which 
it has been incorporated and must neces- 
sarily include formulation by the board of 
directors and the merging entry on the 
books of the subsidiary. 

II. A subsidiary has on its books paid- 
in surplus, revaluation surplus, and earned 
surplus, and is about to pay a dividend 
to the holding company from earned sur- 
plus. The cost of its capital stock pur- 
chased from stockholders by the holding 
company is equal in amount to the par 
value plus about half of the paid-in surplus. 

Proposition 6(e) requires that the excess 
book value be called “consolidation sur- 
plus.” This is done without regard to the 
identity that may be imputed to the ex- 
cess. What the holding company has in 
effect acquired are net assets. The histori- 
cal record of the subsidiary may indicate 
that a portion of these net assets may be 
available for dividends; but this is from 
the point of view of the old stockholders, 
not that of the holding company and the 
controlling interest it represents. Unless 
absorbed by losses or unless it becomes 
paid-in surplus by dissolution of the sub- 
sidiary or is distributed to the stockholders 
of the holding company as a dividend the 
consolidation surplus will remain as such 
on successive consolidated balance sheets. 

A few situations arise where consolida- 
tion surplus includes a substantial amount 
of what is properly designated earned sur- 
plus on the subsidiary’s books. Objection 
has been voiced by corporate management 
to the accountant’s habitually inelastic 
view of the consolidation excess. Does not 
this excess become earned surplus on the 
consolidated balance sheet when a cash 
dividend is paid to the holding company 
out of it? To this the accountant replies 
that a transfer of cash between subsidiary 
and holding company cannot change any 
relationship which has been expressed on 
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a consolidated balance sheet. It is true 
that the cash involved has moved one step 
closer to the stockholders of the holding 
company; but it has already been demon- 
strated that in consolidated statements 
these internal relationships find no expres- 
sion. The disposition of the dividend on 
the books of the holding company is an- 
other matter. Proposition 10 (c) suggests 
that the dividend be credited to an “ac- 
quired-surplus” account where the divi- 
dends paid to the holding company exceed 
the investment cost—a situation occa- 
sionally found in practice. The “‘acquired- 
surplus” heading sometimes appearing on 
published consolidated balance sheets 
means either such excess or that portion 
of “consolidation surplus” which is ascrib- 
able to the subsidiary’s surplus or earned 
surplus. It is an attempt to indicate the 
availability of consolidation surplus for 
dividends, not to the holding company but 
to the stockholders of the holding com- 
pany. 

Much confusion has arisen over the 
attempt by accountants to reflect on bal- 
ance sheets surplus available for divi- 
dends. Under the Delaware laws, which 
govern many of our largest business units, 
surplus originally paid in or surplus 
created by a reduction of capital are avail- 
able for dividends on the same level as 
earned surplus. Other states restrict, even 
forbid, the payment of dividends from 
paid-in surplus. Those accountants who 
wish to emphasize the legal rather than 
the historical character of surplus would 
do well to review the statement of prin- 
ciples issued by this Association last year 
and the arguments that have followed. 
As far as can be determined there is gen- 
eral agreement as to the necessity not 
only of the historical point of view but 
also of a point of view common to the 
financial statements of all corporations, 
no matter what the state of incorporation 
may be. 
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We may thus conclude that if the his- 
torical basis of the balance sheet is to 
continue, there is greater value in main- 
taining the consolidation surplus on the 
consolidated balance sheet without divi- 
sion and on the books and financial state- 
ments of the holding company to identify 
that part of it which has fallen into the 
possession of the holding company as a 
liquidation of investment cost or as “ac- 
quired surplus.” It may be concluded fur- 
ther that to display surplus available for 
dividends on the consolidated balance 
sheet is almost always an impossibility. 

A minor feature of this case is the so- 
called revaluation surplus. This item is 
properly a valuation account rather than 
surplus, and thus belongs on the asset side 
of the balance sheet. It should never be 
regarded as a part of consolidation surplus. 

III. A subsidiary declares and pays a 
dividend in no-par stock to its 100% par- 
ent, charging earned surplus accumulated 
partly before and partly after the date of 
acquisition in an amount equal to its 
stated value. The parent company credits 
the market value, estimated at 1.25 times 
stated value, to its earned-surplus account. 

The first point to be observed in this 
case is the valuation of the dividend by 
the parent at a figure exceeding stated 
value. Because the subsidiary is fully 
owned it is of course, impossible to put 
anything but a fictitious value on the stock 
dividend. According to the general stand- 
ard for a stock dividend received, the 
stock acquired should be put on the books 
of the parent company at the figure at 
which it was recorded on the subsidiary’s 
books—which is stated value. The credit 
should be divided, as described in Propo- 
sition 10 (c), between current earnings, 
the investment valuation account, and the 
acquired-surplus account. 

A further point may be raised. Except 
in the case of stock dividends, the distinc- 
tion between early and recent earned sur- 
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plus is of no importance. Here it is neces- 
sary to establish a point of view as to the 
part of the subsidiary’s surplus account 
to which the stock dividend must be 
charged. It is suggested that the dividend 
be regarded as having been paid from the 
earliest accumulations, for the reason that 
the subsequently earned part of the 
earned-surplus account, available for cash 
dividends, is more likely to be reflected 
among separable cash assets. 

IV. A subsidiary has an outstanding 
issue of preferred stock not owned by the 
parent; dividends in arrears on this isstie, 
amounting to 45% of the $1,000,000 par 
value of the stock, have not been expressed 
in any accounts, and they have been dis- 
closed on the consolidated balance sheet 
only in a footnote. The subsidiary has 
more than enough earned surplus to cover 
them but has no available cash. 

In this instance the preferred stock- 
holders, constituting an outside interest, 
have a recognized but unassigned equity 
in existing surplus. The procedure to be 
adopted here has a general aspect, for it 
may be said that in any similar situation, 
whether or not the corporation is a sub- 
sidiary, the portion of the earned-surplus 
account that belongs to the preferred 
stockholders should be earmarked on the 
books of account and on the face of a bal- 
ance sheet should be added to the equity 
of these stockholders. When this is done 
the footnote disclosure is unnecessary. 

Applied to the present case, $450,000 
should be taken from earned surplus and 
credited to “Earned surplus, preferred 
stock.’”’ This item is carried forward into 
the consolidated balance sheet and in ac- 
cordance with Proposition 8 (b) it is ex- 
cluded from the net-worth section as hav- 
ing no relation to the controlling interest. 
If, because of the absence of present prof- 
its, the required transfer to the special 
surplus account should encroach on sur- 
plus accumulated prior to the date of 
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acquisition, an offsetting provision for the 
deficiency might well be made from the 
parent company’s own current income and 
recorded not as a reserve or special surplus 
on the parent company’s books but as a 
credit to an intercompany account with 
the subsidiary; on the subsidiary’s books, 
the proper reflection of this transfer would 
leave unimpaired the surplus prior to 
acquisition. 

Not inconsistent with the concept of 
outside stockholders as creditors would 
be the treatment of dividends on their 
stock, especially cumulative preferred 
dividends, as expenses in the nature of 
interest. This extension of the concept 
must be rejected at present as removing 
the consolidated statement too far from 
the fact. The accrual of such dividends 
might well be made, however, on the 
eliminations ledger described in Proposi- 
tion 5 (d). 

V. In the year 1937 the subsidiaries of 
a certain holding company have paid to 
the holding company dividends in excess 
of the consolidated net profit for the year. 

This situation creates no problem on 
the consolidated statements since all inter- 
company transfers of cash, for whatever 
cause, have no effect. The income state- 
ment of the parent company may be mis- 
interpreted, however, if thereon attention 
is not directed to the consolidated or 
group net profit. Reference should be 
made to the exhibit displaying such profit 
by a parenthetical insertion qualifying the 
net-profit figure on the parent company’s 
income statement. 

VI. During the depression a parent 
company with a single subsidiary had 
written down its investment in the subsid- 
iary about one-half, in an amount equal 
to the losses sustained by the subsidiary 
during that period. Since 1935 the fortunes 
of the subsidiary have substantially im- 
proved, and during 1936 and 1937 the sub- 
sidiary’s net profits exceeded the write- 


downs previously made. The question is, 
shall the writedowns be reversed? 

The parent company has in effect as- 
sumed the losses of its subsidiary; and a 
fair accounting record of that fact can best 
be made by a transfer of the losses on the 
books of the subsidiary to the intercom. 
pany account with its parent. The act 
should be ratified by the boards of both 
companies as outlined in Proposition 8 (c), 
The net effect of the original writedown 
and the transfer is an increase in the 
earned-surplus account of the subsidiary 
and a decrease in the earned-surplus ac- 
count of the parent. 

Since the parent company has already 
written down the cost of its investment 
in the subsidiary, its books will be cor- 
rected by transferring the investment-ac- 
count credits to the intercompany ac- 
count. Thus it will be seen that the original 
cost of the investment is preserved by 
relieving the subsidiary of its losses, and 
this would appear to be more nearly in 
accord with the facts. 

Where the investment writedown has 
been an attempt to reduce cost to a future 
realization basis, and the measurement of 
the reduction has no relation to the sub- 
sidiary’s losses, the possible restoration in 
improved years of full investment cost 
offers a problem whose solution is not pri- 
marily confined to parent-subsidiary rela- 
tionships. It is a problem which confronts 
many business enterprises today, the fixed 
assets of which have been reduced to what 
was deemed to be, say, the 1933 level. 
Many writedowns for overcapacity, pro- 
spective obsolescence, and other depression 
factors, at that time seemingly necessaty 
to express in the accounts, now appear to 
have been premature. The Association's 
statement last year dealt to some extent 
with this question and pointed out that 
the reduced valuation, being a part of 
original cost, had taken the form of a defi- 
nite new cost, to be maintained as cost 
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notwithstanding increments in costs of 
replacement. 

VII. In the consolidated balance sheet 
last year of a large industrial enterprise, 
the mortgage-bond liability of a subsid- 
iary building corporation was shown as 
a deduction from the fixed-asset accounts 
on the theory, expressed on the balance 
sheet, that the ‘‘consolidated group” held 
only an equity in these properties. 

Here we have the old story: shall we 
show legal equities in assets or shall we 
take the long-time approach reflected in 
the going-concern basis and take for 
granted the ultimate liquidation of the 
liability? The latter alternative is the one 
followed in the case of a single company. 
Is any distinction to be drawn in the 
event the property is owned by a subsid- 
iary? 

The point of view adopted by the com- 
pany and its accountants may suggest that 
no more than the equity is to be acquired. 
Yet the report indicated that the equity 
had increased during the year through the 
purchase of a small amount of the mort- 
gage bonds by the parent company. In 
view of this event, together with the fact 
that the report did not indicate that pur- 
chases of bonds were not to be made in 
the future or that the property was to be 
abandoned, the procedure followed can be 
designated as clearly in error. The econom- 
ic unity of a group of corporations can- 
not be portrayed by canceling out the ob- 
ligations of one of the group. 


COMMENTS BY H. T. SCOVILL 


The paper presented by Mr. Kohler, 
we understand, is the result of some dili- 
gent work by the Executive Committee of 
the American Accounting Association. All 
the members of the Committee are to be 
congratulated on the courage and fore- 
sight they have shown in drafting such 
proposals. 

As Mr. Kohler has said, the ten.prin- 


ciples are ‘‘designed as an approach to the 
subject.”’ This implies we presume that 
they are neither an ideal nor a goal; but 
merely a point of departure. It is hoped 
that later additional fundamentals will 
be added to the ground work so as to make 
a broad and strong foundation upon which 
to build a superstructure capable of bear- 
ing the load of caustic, prejudiced criticism 
which is likely to be directed towards it. 
Such superstructure will be erected very 
leisurely, we hope. Each element entering 
into it should be of material which has 
been tested both in the laboratories of 
theory and of practical experience. In no 
other way can we expect to develop a 
usable shelter for the accountants which 
will weather the storm of legal, commer- 
cial and financial attacks upon their works 
of art commonly called the balance sheets 
and operating statements. 

Each of the ten principles is accom- 
panied by interpretations and applica- 
tions intended to explain the point of view 
or elaborate on the application of the 
principle. Ignoring for the moment all 
such interpretations and applications, we 
find that the principles enunciated can be 
classified in three groups. Those dealing 
with— 

I. The general purpose and types of 
statements which consolidate the 
results of affiliated companies. 

II. Fundamental features of elimina- 
tion and disclosure. 

III. Books of account. 

Under the first group covering the gen- 
eral purpose and types, we include the 
first four principles applying respectively 
to 

1. General purposes. 

2. Greatest usefulness in homogenous affiliates. 

3. The “group” statement as a substitute 

under certain conditions, and 


4, The “combining” statement as a desirable 
substitute under some conditions. 


The second group emphasizing what we 


74 


have called fundamentals of elimination 
and disclosure includes principles 5, 6, 7 
and 8. These make recommendations re- 
spectively relative to 


5. Elimination of 
gains and losses, 

6. Treatment of difference between investment 
and equity represented by the stock ac- 
quired. 

7. Treatment of investments in obligations of 
an affiliate and 

8. Disclosure of minority interest in net worth. 


intercompany accounts, 


The third group includes principles 9 
and 10; in the one case, advocating that 
each subsidiary should have its own set 
of accounts and in the other saying that 
no practical benefits are derived from ac- 
cruing profit and loss from subsidiaries on 
the books of the controlling company. 

In considering more in detail the ten 
principles as formulated, it seems to us 
that those interested in the advancement 
of accounting as a vital factor in a more 
substantial social structure should not 
attempt to give approval or disapproval, 
without subjecting them to certain rigid 
tests. Some of these tests put in the form 
of questions are: 

1. Does this proposed principle express a truth 
which is already generally recognized and 
practiced as such by accountants? 

2. It is stated in terms of sufficient breadth and 
flexibility to enable it to serve as a platform 
of operations rather than a barrier against 
progress? 

3. Would any material harm be done to ac- 
countants, business men, citizens or govern- 
ment if time should reveal that this prin- 
ciple once accepted by accountants as such 
should later prove inoperative, impractical, 
or even theoretically unsound? 


Without taking time to repeat in full 
the ten proposed principles, we shall 
merely say that in our opinion with two 
exceptions they stand favorably the test 
of these three questions. The two excep- 
tions are #5 and #10. 

Number 5 says—“In the preparation of 
any combined financial statement, the 
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complete elimination of intercompany ac. 
counts, gains, losses and transactions js 
necessary.” If the word ‘‘complete’’ here 
means that 100% is to be eliminated even 
when control is represented by only 51% 
of the equity stock, we do not believe that 
there is as yet sufficient agreement among 
accountants to warrant its formulation as 
a principle. 

Number 10 says—‘‘No practical bene- 
fits are derived from accruing profit and 
loss from subsidiaries on the books of the 
controlling company.” Even though the 
clause—“‘No practical benefits are de- 
rived’’ is seemingly harmless. Its adoption 
by a group of accountants might have the 
effect of forcing an opinion on a subject 
which still seems to be rather controver- 
sial.”’ 

In order to emphasize how fully the 
other proposed principles stand, the test 
of the three questions mentioned, we re- 
peat only the essential phrases: 

1. “Combined ... statements portray 
the joint position or operating results of 
two or more business or other units as 
though but one existed. They are second- 
ary rather than primary in character” 
. . . Under this proposal shown as “Notes” 
appear definitions of a number of terms 
used in consolidated statements. As we 
understand the matter, the adoption of the 
proposed principle does not carry with it 
the adoption of the notes or definitions. 
These definitions are very desirable ele- 
ments in the establishment of a terminol- 
ogy but should probably be dealt with 
separately. 

2. “Consolidated statements have more 
significance where the subsidiaries are 
homogeneous with the controlling com- 
pany or with each other.” This proposal 
is merely recognizing an adaptation of the 
old principle of arithmetic that like things 
should be added to like things and that 
adding two apples and two pigs does not 
make four of either. 
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3. Group statements of all subsidiaries 
or of all classes of subsidiaries are desirable 


substitutes for consolidated statements 
where the controlling company has finan- 
cial or operating characteristics unrelated 
to its subsidiaries.’’ . . . This seems to be 
a fine suggestion which should lead to a 
better and more uniform practice. 

4. “Combining (consolidating or group- 
ing) statements are desirable supplements 
to consolidated or group statements.” 
This is another valuable suggestion which 
should receive general recognition. 

6. “Elimination in consolidation of in- 
tercompany investments in capital stock 
against the equities shown by the records 
of the issuing company may give rise. to 
differences which should be distinctively 
labeled in the balance sheet.” This seems 
to be nearly in agreement with practice 
of the Securities and Exchange Commis- 
sion. 

7. “Elimination in consolidation of in- 
tercompany investments in obligations 
against the accumulated obligations shown 
by the books of the issuing company gives 
rise to the adjustment of the consolidated 
excess or surplus or of current loss and 
gain as the circumstances may require.” 
This is another attempt to codify a worth- 
while procedure. 

8. “The amount of outside ownership 
equities divided between capital stock 
and the various forms of surplus... are 
necessary details on the face of the con- 
solidated balance sheet.’”’ The present 
practice of the Securities and Exchange 
Commission seems to be in agreement 
with this. 

9. “Complete books of account are 
necessary for each subsidiary.” The ap- 
propriateness of this as a principle deal- 
ing with consolidated statements might be 
questioned by some, but to us it seems to 
be in order in a Statement of Principles 
underlying Consolidated Reports. 

In expressing the opinion that aside 
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from the two exceptions mentioned, these 
proposed principles meet the requirements 
of the three questions previously referred 
to, we are not saying that all of the inter- 
pretations, notes and applications pre- 
sented with the several principles also 
meet the requirements. We agree fully 
with most of these supplementary com- 
ments but believe they should constitute 
the basis of subsequent corollaries or other 
principles to be formulated after a thor- 
ough discussion. 

Some practitioners of accountancy have 
said that the only accounting principle we 
need is “to tell the truth.” Others have 
said “make full disclosure” and no other 
principles are necessary. Would these 
same individuals take a similar stand with 
respect to the underlying principles on 
which our Federal Government operates, 
namely, the Constitution? If so, they 
would doubtless have said, if they had 
been delegates to the Constitutional Con- 
vention, ‘‘We do not need any formal dec- 
laration of principles or grants of power 
for the operation of our government ex- 
cept one—the Golden Rule.” 

Praiseworthy as such a suggestion might 
have been, there would doubtless have 
arisen much difference of opinion through 
the years as to the interpretation and exact 
meaning of the Golden Rule under varying 
conditions. Similarly accountants differ as 
to what to recognize as the truth and 
what to.consider as a full disclosure under 
some circumstances. 

No one recognizes the importance of a 
uniform terminology more than does the 
teacher of accounting. One has only to 
listen for a short time to the intelligent 
questions raised and observe the perplex- 
ing situations that arise from loose ter- 
minology to realize that the student is 
laboring under a great handicap in trying 
to lay a foundation for a career as an ac- 
countant, either public or private. Fully 
as perplexing is the condition where it 
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seems necessary so frequently for the in- 
structor to reveal in a study of advanced 
accounting that although a textbook pre- 
sents a very logical idea on some topic of 
fundamental significance, accountants dif- 
fer widely on some details of the matter. 
The question is then in order—‘‘Even if 
they differ as to details in procedure, as 
long as they agree on the basic principle, 
can they not at least record their agree- 
ment in some way, leaving the details 
for further consideration?” 

The adoption of a few principles which 
seem to represent generally accepted ideas 
on some points does not and will not de- 
stroy originality and judgment. There will 
still be almost unlimited opportunities for 
exercise of judgment. The recognition of 
the principles proposed by the Executive 
Committee as read by Mr. Kohler would 
leave many debatable questions which 
could occupy the time and attention of 
those who might like to scrutinize them 
more closely before accepting them either 
as principles of supplementary notes. For 
example: 

1. Elimination of 100% of intercom- 
pany profits in inventories when control 
is less than 100%. 

2. Treatment of intercompany losses in 
inventories. 

3. Method of revealing on the consoli- 
dating balance sheet an investment by a 
subsidiary in holding or parent company 
stock. 

4. Revealing the true situation when 
the parent company is in default on bonds 
and when a subsidiary company has suf- 
ficient cash to advance to parent company 
but is prevented from doing so by a trust 
indenture safeguarding the current re- 
sources of the subsidiary. 

5. Assigning to minority interests on 
the balance sheet their share of subsidiary 
losses as well as profits. 

The accountant can point with pride to 
the many instances prior to 1929 in which, 


if his advice had been followed with re. 
spect to disclosures in the balance sheet 
and operating statement (and the adop. 
tion of financial policies based thereon) 
many of the business reverses might have 
been avoided. If there had been some gen- 
eral agency in those years such as the 
Securities and Exchange Commission to 
lend encouragement to the accountant and 
support his fundamental postulates, it 
might have been possible to avoid much 
of the social ill will and restrictive legisla. 
tion that has arisen against the corpora- 
tions. It might even have been possible : 
to avoid such ill will if accountants them- 
selves had had a body of principles to 
which they might have adhered and under 
which they might have sought shelter in 
times of storm. It seems to us that cor- 
porate officials (if they are as shrewd as 
they are sometimes supposed to be) 
should recognize that the salvation of cor- 
porations in the future is very likely to 
rest on the goodwill, or at least on the 
absence of ill will they create in the minds 
of the public. They should welcome the 
opportunity to begin the period of transi- 
tion during which the long range view 
should prevail. Such long range view 
should lead to the conclusion that covering 
up the true results or even attempting to 
cover them up is unwise and unsound. 
Cleverness in evading the application of 
sound accounting principles should have 
no place in good corporate management, 
if our capitalistic system is to be perpetu- 
ated. The accountants should do all they 
can to assist the management of affiliated 
companies in following good accounting 
principles by first obtaining reasonable 
agreement among themselves, as to the 
nature and extent of such fundamental 
principles. The reeducation of the public 
on the advantages of the capitalistic sys 
tem cannot succeed in our opinion without 
first adopting some such plan of self disc 
pline among corporation officials. 
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Some one has said that the majority of 
our social problems would be solved with 
ease if no one ever cared who got credit 
for initiating or carrying out a movement. 
li is likely that the far reaching effect on 
social problems which we see for the adop- 
tion of accounting principles underlying 
consolidated reports might be delayed or 
retarded because of the same issue. If 
accountants and accounting groups will 
recognize the value of making a start to- 


ward the adoption of some principles and 
give no thought as to who might receive 
credit or who ought to receive credit, 
much can be accomplished in a short time. 
It is our hope that all accountants will 
recognize the great faith that is being 
placed in accountants in the present age 
and not permit selfish interests to inter- 
fere with that progress. The report before 
us now is worthy of all the good thought 
and attention that accountants can give it. 


BUSINESS-LAW TRAINING FOR STUDENTS 
OF ACCOUNTING 


James L. Dour 


ACED with the ever increasing com- 
esi of modern civilization, so- 

ciety has relied very largely on the 
device of specialization for the solution of 
its problems. Certain members of the com- 
munity have limited themselves to a com- 
paratively small phase of social activity 
and have made themselves proficient in 
dealing with the problems falling within 
the orbit of their selected professions. 
This specialization has given rise to a 
problem of its own, and without in any 
way detracting from the splendid achieve- 
ments of specialists, I venture to suggest 
that there is a serious need in the social 
organization of today for the coordination 
of the activities of the various specialists. 
I have two suggestions as to how such 
coordination may be obtained: in the first 
place, it should be possible to develop men 
who will be specialists in more than one 
field of activity; secondly we should 
broaden the fields covered by the various 
types of specialists. 

The respective problems of the legal 
and accounting professions indicate my 
point, and because of the close relationship 
between the two professions in certain 
lines of endeavor, it is essential that the 


respective viewpoints of the two profes- 
sions be coordinated. This necessity has 
been universally recognized in the inclu- 
sion of law study in the curricula in the 
schools of business administration, and 
recognize to a certain extent by a display 
of interest on the part of law schools in 
the teaching of accounting. The purpose 
of this paper is to present to you some 
phases of the problem of teaching law to 
students in schools of business administra- 
tion who are majoring in accounting. 

I know that you, as teachers of business 
law, are fully aware of this problem, and 
it is not my purpose to suggest that the 
problem has been hitherto unknown to 
you,or that you have not given it adequate 
consideration. Your awareness of the 
problem is well illustrated by an excellent 
article of one of your members, Mr. John 
C. Teevan, in the September 1936 number 
of the AccounTING Review.’ In this 
article Mr. Teevan indicates clearly that 
the teachers of business law are fully con- 
scious of the problem to which I refer. 

In connection with what I am about to 
say, I call your attention to the fact that 
there is one substantial change in the situ- 


1 See p. 229. 
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ation since Mr. Teevan wrote his article. 
He states (Page 229): 


“Tt will be noted that the C.P.A. candidate, 
unlike candidates in all other professional licens- 
ing examinations, is not required to have had any 
educational training in his subject. While prac- 
tically every candidate has studied his subject 
in some school to some degree or other, there are 
no requirements as to the standing of the school, 
or number, character, or hours of courses.” 


In the State of New York, the candidate 
for the degree of certified public account- 
ant will, after January 1, 1938, be re- 
quired, under Section 1498-a of the Edu- 
cation Law, to present “evidence that he 
has satisfactorily completed the course of 
study in a college or school of accountancy 
registered by the department as maintain- 
ing a satisfactory standard.’ Under this 
section the New York authorities have 
specified, among other things, that the 
course of study pursued by the candidate 
in such college or school of accountancy 
must include eight points of business law, 
i.e., two hours a week during a period of 
four semesters. In addition, the authori- 
ties have indiczted, in outline form, the 
scope of law study which they expect from 
candidates for the degree.* 

This change in the New York require- 
ments presented an occasion in the School 
of Business at Columbia University for 
the revision of law study by students 
majoring in accounting and for the devel- 
opment of two courses in business law 
which are the subject matter of my re- 
marks today. In this connection, let me 
hasten to add, I agree fully with Mr. 
Teevan in his conclusion that such courses 
should not be established on the basis of 
certified public accountant examination 


2See Handbook 14, Higher Education, Certified 
Public Accountancy, issued by the University of the 
State of New York. 

3 See syllabus for candidates taking the certified 
public accountant examination, No. 1049, August 1, 
1934, University of the State of New York Bulletin. 


requirements alone. I believe, however 
that teachers of business law can do much 
in the development of the certified public 
accountant law examination requirements, 
so that the scope thereof should eventually 
coincide with what seems to be a desirable 
area of law instruction for accounting 
students. 

In the development of these law courses 
at Columbia, we proceeded under the 
theory that an accountant was, first of all, 
a citizen in the community, and that as 
such he should have the general knowledge 
of law which might be regarded as a pre 
requisite of good citizenship. Next we re 
garded the accountant as a business man, 
and decided that he should have such a 
knowledge of business law as is essential 
in the conduct of business. Finally we 
thought it essential that the accountant 
have a knowledge of such law as is of 
direct interest to him in the practice of his 
profession. In connection with this phase 
of the matter we experienced our greatest 
difficulty, owing to the fact that the law 
relating to accounting principles, proce- 
dure and practice is scattered through a 
great many legal classifications and is 
therefore not readily available. 

In arranging our material to meet these 
broad objectives, we decided that any 
study of law should be predicated upon 
certain preliminaries. These include an in- 
troductory statement as to the general 
nature and purposes of law in the social 
organization, a summary of the materials 
available for the study of law, a brief con- 
sideration of the history and development 
of law, and most important, a study of the 
methods of legal reasoning and the nature 
of legal relations including rights, duties, 
powers, immunities, etc. 

After these preliminaries, we deal with 
certain basic legal classifications which are 
fundamental in the study of law. As 4 
matter of substantive law, these include 
the organization of government (cor 
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responding roughly to the legal classifica- 
tion of constitutional law and including a 
study of the government and the manner 
in which it is organized); crimes (par- 
ticularly crimes in the conduct of busi- 
ness); torts (especially negligence and 
fraud); real and personal property; and 
the law of promises (contracts); as a mat- 
ter of remedial law, a brief study of courts, 
pleadings, evidence and remedies. This 
phase of the work concludes with a con- 
sideration of the law relating to the 
financing of government (taxation), which 
has obviously become a basic legal clas- 
sification. 

Following the study of the so-called 
basic law, we consider the law relating 
directly to the conduct of business, placing 
our emphasis on that portion of the sub- 
ject matter which is of more or less direct 
interest to the accountant. We begin with 
the law relating to organization of the 
business enterprise (joint ventures, part- 
nerships, corporations and business trusts) 
and continue with the law of marketing, 
including the law of sales (and purchases) 
and the law of market practices; the law 
of employment and labor relations; and 
the law of finance, including suretyship, 
negotiable instruments, negotiable docu- 
ments of title, liens and mortgages, and 
insurance. We conclude the first of the 
two years’ study with a consideration of 
governmental regulation of business (with 
particular emphasis upon the part played 
therein by accounting) and of the liquida- 
tion of the business enterprise under 
government supervision (bankruptcy and 
receivership). 

In connection with each of the sub- 
divisions considered up to this point we 
endeavor to point out its relationship to 
accounting procedure and practice. Thus 
in connection with the law of fraud we 
point out that the balance sheet is, in 
some instances at least, a representation 
(or series of representations) as to financial 


Business-Law Training for Students of Accounting 79 


condition, and that where the representa- 
tions are false the legal consequences of 
fraud may ensue. Again, in connection 
with the law of crimes we point out that 
improper dividends may be followed by 
criminal as well as civil consequences. 

In the second year course we deal first, 
with the law as it relates to the various 
items in the balance sheet, i.e., assets, 
liabilities and proprietary investment, and 
with the various items of the profit and 
loss statement, i.e., income, expense, de- 
preciation, loss, etc. The law here, taken 
from statutes and cases relating to the 
payment of dividends, frauds in connec- 
tion with financial statements, taxation, 
rates, the construction of agreements, etc., 
covers the matter of content, valuation 
and form in the financial statements, and 
is arranged, so far as possible, in the order 
in which the various items appear in the 
financial statements. We then consider the 
law relating to accounting practice in a 
number of specialized fields such as income 
tax, bankruptcy, security issues, etc. This 
course concludes with a consideration of 
the law relating to the proof of financial 
or accounting facts, particularly by means 
of accounting records and accountant’s 
testimony. 

In the development of the subject mat- 
ter as outlined above, three important 
questions arose at the outset. In the first 
place, a decision had to be made as to 
whether the so-called “case” or the so- 
called “‘text”’ method was to be employed. 
We decided that the case method was un- 
questionably too slow for the amount of 
time available, at least in the first year 
course. We therefore elected to use a text, 
although we require some study of court 
decisions in their original form. The text 
is supplemented by the use of a problem 
book containing about eight hundred cases 
and questions taken from the examinations 
of the New York Certified Public Ac- 
countant Board and the examinations of 
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the American Institute of Accountants. As 
for the second year course, we are, at the 
present time, using case material, but we 
plan to develop a textbook eventually 
which will, however, require a somewhat 
greater use of cases than the first year 
text. 

Our second decision involved the ques- 
tion of statutes and regulations issued 
thereunder. We felt that it would be better 
to require the reading of the statutes them- 
selves rather than to present our own 
paraphrasing. In a number of connections, 
accountants are required to deal with 
statutes and regulations issued thereunder 
so that a study of law in this form seems 
highly desirable. 

Finally, there was the question of the 
difference in rules of law in the various 
jurisdictions. In this connection we de- 
cided that an accurate knowledge of the 
law of one jurisdiction was preferable to 
generalizations which are usually not ac- 
curate as to any jurisdiction. On some 
matters, however, we require a considera- 
tion of the statutes of a number of states. 
Fortunately, a substantial portion of busi- 
ness law is now on a fairly uniform basis, 
so that in the case of such subjects as 
negotiable instruments, sales, partner- 
ships, etc., the difference in jurisdiction is 
not a material factor. 

In the current academic year we are 
giving the first year course for the second 
time and the second year course for the 
first time. We are very much pleased with 
the results to date. It is surprising how the 
students develop their methods of investi- 
gation, reasoning and interpretation, and 
we are gratified by the manner in which 


they apply their legal knowledge to their 
accounting problems. 

If I were called upon to state the basic 
difficulties arising in the presentation oj 
law to accounting students at the present 
time, I would emphasize two things. Ih 
the first place, the subject of business law 
as now treated includes a too extensive 
consideration of certain legal classifica- 
tions. For instance, the time devoted to 
the study of negotiable instruments is dis. 
proportionate to the value of a knowledge 
of that legal classification to the account- 
ant. In this sense too, I can agree with Mr. 
Teevan in his criticism that the scope of 
the certified public accountant examina 
tions is “‘too wide.”’ On the other hand, 
business law as now taught fails to con- 
sider many important phases of the law 
which are of vital interest to the ac 
countant. As illustrating this point, I refer 
to rules of law relating to the valuation of 
assets, the declaration of dividends, the 
computation of income and expense, the 
responsibilities and duties of the account- 
ant, etc. 

In conclusion, let me say that we do not 
in any sense regard our present courses as 
representing a final solution of the prob- 
lem. We do feel, however, that we have 
made progress and we should be much 
interested to have your criticisms and sug- 
gestions in regard to our experiment. We 
believe finally that the law-study require- 
ments of students majoring in accounting 
are a matter of considerable importance, 
and that you, as teachers of business law, 
have an opportunity, by the development 
of appropriate courses, to contribute to the 
advancement of the accounting profession. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


were taken from the C.P.A. exami- 

nation prepared by the Board of 
Examiners of the American Institute of 
Accountants. These problems constitute 
the second half of the examination in ac- 
counting theory and practice and were 
used by the examining boards in thirty- 
eight States and three Territories on No- 
vember 19, 1937. The candidate was re- 
quired to solve problem 1, problem 2, 
problem 3 or 4, and problem 5. The weight 
given to the various problems was as fol- 
lows: problem 1, 40 points; problem 2, 
25 points; problems 3 and 4, 20 points; 
problem 5, 15 points. 


No. 1: 


The Miracle Chemical Company manu- 
factures two products, Mirachem and 
Corim. Both are made from the same 
raw materials in the same proportions. In 
addition to a difference in packaging, 
Corim is processed in Department B and 
Mirachem is not. 

The plant of the company is divided 
into four departments, A, B, C, and D. 
Materials suffer a shrinkage of 163% in 
Department A, a shrinkage of 20% in 
Department B, a shrinkage of 10% in 
Department C, and no shrinkage in De- 
partment D. 

The materials are mixed in Department 
A at a cost for labor and overhead of 10¢ 
per lb. of finished mixture. The materials 
used are X which costs $1.10 per lb., Y 
which costs 15¢ per lb., and Z which costs 
40¢ per lb. They are mixed in the propor- 
tion of one pound X to eight pounds Y to 
three pounds Z, comprising the unit for 


T= five problems presented below 


calculation. Assume that materials and 
packages are purchased in quantities just 
sufficient to cover the sales requirements. 

Labor and overhead in Department B 
amount to 9¢ per Ib. of material delivered 
to the department. 

In Department C an amount of water 
equal to the weight of the material re- 
ceived is added. Labor and expenses in- 
cluding water in this department amount 
to 5¢ per lb. of material finished. 

Department D is the packaging depart- 
ment. Labor and expenses exclusive of the 
packages cost 5¢ per Ib. of Mirachem 
handled and 7$¢ per lb. of Corim handled. 
Packages for Corin holding four ounces of 
the finished product cost 5¢. Packages for 
Mirachem of the same size cost 2}¢. 
Corim is sold at 50¢ and Mirachem at 25¢ 
a package and the total dollar sales are 
equally divided between the two products. 

General and administrative expenses, 
including advertising, amount to $90,000 
a year. 

From the foregoing data prepare a state 
ment of profit and loss in the usual colum- 
nar form, showing an aggregate net 
operating profit of 20% on the sales; also 
showing for each product the number of 
packages sold and the gross profit; and 
for each product and each department the 
materials and supplies purchased and used 
as well as the labor and expenses. 


No. 2: 


From the following data, prepare a 
balance-sheet of the XYZ Company as at 
December 31, 
sheets. 


1936: submit all work 
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TRIAL BALANCE AFTER CLOSING DECEMBER 31, 1935 


Dividends receivable ($2 per share on 1,500 B) 
Other accounts receivable 

Marketable securities at average cost detailed below 
Deferred charges 

Furniture and fixtures 

Reserve and depreciation of furniture and fixtures 
Accounts payable and accrued expenses 

Reserve for @ $10, 

: authorized—100,000 shares 10 par 
Capital stock ae and outstanding—50,000 shares 
Capital surplus : 
Earned surplus 


1, 
2, 


21888 8388 


SEcuRITY TRANSACTIONS—1936 
Purchases 


OTHER DATA 


Purchased on December 15, 1936: 200 
shares of XYZ Company for $3,000. 

Cash dividends received—1936: A $5,000; 
B $12,000; D $4,000; F $6,000; G 
$5,000; I $9,000; J $1,000. 

Accounts receivable collected and debts 
paid. 

Stock dividend received June 15, 1936: 
H—100%. 


Selling 
Price 
$ 50,000 


30, 
125,000 


Expenses accrued and paid—1936: $20, 
000. 

Federal capital-stock tax paid July 20, 
1936: $1,000. 

Dividends paid December 10, 1936: $2 
per share. 

Purchased December 31, 1936, for delivery 
and payment January 2, 1937: 20 
shares G $25,000. 

Dividends declared in 1936 payable in 
1937: 


82 
H 
Debits Credits 
Fede 
—— Fede 
$955,000 $955 | 
es 
MARKETABLE SECURITIES ON HAND DECEMBER 31, 1935 Volun 
Average Total 
| Security Cost Provii 
$ 90,000 Provi 
120,000 Notes 
60,000 
95,000 Pas 
85,000 Du 
130,000 J 
85,000 I 
70,000 } 
130,000 
$865 ,000 
] 
Shares Cost Shares Cost ] 
200 J 200 G 25,000 
300 J 25,000 September............... 15 1,000 K 90 ,000 
Sales ] 
Selling 
Shares Price Shares To 
300 F 50,000 N 
y 
Teceé 
con 
tior 
sho 
yea 
is a 
t 
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H at each $1 per share to stockholders 
of record December, 1936 


D at each $1 per share to stockholders 
of record January 2, 1937 


Market value of marketable securities at 
December 31, 1936: $950,000. 


Federal income taxes paid for the year 
1935: $9,000. 


Federal income taxes for the year 1936 
estimated at $12,000. 


Volume of business transacted in 1936 

Total income for 1936 

Provision for collection expenses on 1936 business 
Provision for losses on 1936 business 


Notes receivable—outstanding at December 31, 1936: 


No. 4: 


You have been handed a circular letter 
received by a common stockholder of a 
company wherein the income from opera- 
tions of the company for the past year is 
shown as materially greater than for the 
year before. The only information given 
is as follows: 

For the year 1936 the gross income of 
the company was $4,700,000, and after 
deducting $4,000,000 for cost of goods 
sold, general, selling and administrative 


No. 3: 


From the following data extracted from 
the accounts of the Automobile Finance 
Company, for the year 1936, prepare a 
statement of the corrections that you 
would consider it necessary to make, based 
on the experience of the company in that 
year, in order to place the reserve for un- 
earned income, etc.—the only reserve ac- 
count carried by the company—on a con- 
servative basis. (The interest rate used by 
the Finance Company was 6%): 


90,000 
80,000 
80,000 
70,000 
60,000 
50,000 
50,000 


s8ssss 


888885 


expenses, and $250,000 for depreciation, 
interest and Federal income taxes, the 
net profit was stated to be $450,000, 
which was equivalent to 24 cents per 
share on the outstanding common stock, 
after paying the 6% dividend on pre- 
ferred stock. 

The net income for 1935 was $196,000 
which was equal to 2 cents per share on 
the outstanding common stock after 
paying the preferred dividend. 

The stockholder recalls that the only 


Due 1937: 
40.000 Due 1938: 
30,000 
25 ,000 
$20,- 
y 20, 
6: $2 
livery 
: 20 § 
in 
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stock changes during the two years were No.5: 


issues on January 1, 1936, of 200,000 = John Smith borrowed 2,000,000 Francs 
shares common, and of $500,000 pre- in Paris for 150 days at 3%, interest in the 
ferred. United States being at 5% (interest pay- 
In view of the large difference in the able on due date of loan). The rate of 
stated profit per share from that of the exchange was $.06 on the date the loan was 
previous year, you are asked to advise if made and was $.061 on the date of repay- 
the reported result appears reasonable. ment. Commission on purchase or sale of 
Prepare a statement for the stockholder exchange was 1/20% for each transaction, 
explaining and reconciling the figures of The cable charge for each transfer of funds 
the two years, showing number of sharesof was $20. 
common stock and amount of preferred How much did Mr. Smith save or lose 
stock outstanding. by borrowing abroad at the lower interest 
rate? Submit the work sheet supporting 
your answer. 


Solution to Problem 1 


MIRACHEM 
Department Department Department Department 
A B Cc D 


Materials 


1 lb. @ $1.10 $1.10 
.15 1.20 
1.20 


12 lbs. 


Transferred to C.......... 
Water added 


Labor and overhead (18 $.05) 


Total cost transferred to D 


Labor and overhead (18X$.05) 
Packages—72 @ $.025 


Total cost of 72 packages—cost per package $.1125 


Selling price per package 
Operating profit—20% 


Manufacturing cost 


General and administrative expense 


Mat 
Shri 
N 
Lab 
Tra 
Lab 
T 
Tra 
Wat 
T 
Shri 
N 
Trai 
Lab 
Pac 
Z.. 
Shrinkage. 
Labor and overhead (10X$.10).................... 1.00 
10 lbs. 1 
Shrinkage. 
Net..... 
$8.10 Sale 
Cos 
$.20 
N 
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Corm 
Department Department Department Department 
nes A B Cc D 
the Material used............... 12 lbs. 
ay- 
was Labor and overhead (10X$.10).................... 1.00 
=== 
ion Labor and overhead (10X$.09).................... .90 
Transferred to B.......... 10 Ibs. 
Transferred toC............ 8 Ibs. $5.40 $5.40 
lose Water edded................ 8 Ihe 
ting 1.6 lbs 
Labor and overhead (14.4X$.05)................. 72 
a Labor and overhead (14.4X$.075)................ 1.08 
2.88 
Total cost of 57.6 packages—cost per package $.175 $10.08 
$.40 
Packages Sold 
General and administrative expense: 
$. 
MrractE CHEMICAL COMPANY 
STATEMENT OF PROFIT AND Loss 
Date To DATE 
MIRACHEM CORIM 
; Units Dollars Units Dollars Total 
Cost of sales (see 50,625.00 39,375.00 90,000.00 
$ 61,875.00 $ 73,125.00 $135,000.00 
General and administrative expense............. 90 ,000 .00 
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Schedule Cost of Sales Far 
Mirachem 
Net 
( 3,906} Ibs.) $ 
(31,250 Ibs.) 
Packages (450,000) (225 ,000) 
$33,125.00 $24,921.88 
and overhead 
$ 6,250.00 
5,625.00 Fe 
5,625.00 $17,500.00 $14, 453.12 St 
$50,625.00 $39,375.00 
Material and Labor 
Costs for Each Department 
Department Department Department Department 
A B Cc D Total 
Materials 
X (10,1563 Ibs. @ $1.10) $11,171.88 $11, 171.88 (1) 
Y (61,250 Ibs. @ $.15)........... 12,187.50 12,187.50 (2) 
Z (30,4682 lbs. @ $.40) 12,187.50 12,187.50 (3) 
Mirachem packages (450,000)... . $11,250.00 11,250.00 (4) 
Corim packages (225,000) 11,250.00 11,250.00 
(6 
, 546. $22,500.00 $58,046.88 (7) 
10,156.25 $3,515.62 ,437. 9,843.75 31,953.12 is 
9 
$45,703.13 $3,515.62 $32,343.75  $90,000,00 
(12) 
Solution to Problem 2 
XYZ Company (13) 
Work Sheet (14) 
January 1, 1936 to December 31, 1936 (15) 
Trial Balance Trial Balance 
December 31, 1935 Entries and Adjustments December 31, 1936 
Debit Credit Debit Credi Debit Credit 
..$ 75,000.00 ‘ $112,000.00 
Dividends receivable. 
Other accounts re- 
D... 
Marketable securities 
Deferred charges... . F 
Furniture and fixtures ze 
Reserve for deprecia- 
tion of furniture H... 
and fixtures....... $ 6,000.00 ae 
Accounts payable and 
accrued expenses. . 2,000.00 ( 5) 2,000.00 ( 9) 
Reserve for estimated "ee 


ederal income 
taxes. eee, a 10,000.00 (11) 10,000.00 (12) 
Capital stock. 500,000.00 
Capital surplus. . 300 ,000 .00 
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Earned surplus 137,000.00 ( 8) 100,000.00 
Net profit 


$955,000.00 $955,000.00 


Reserve for estimated 

Federal Capital 

Stock Tax 1,000.00 
Treasury stock—200 
$350,500.00 $968,500.00 $968,500.00 


Key to Entries and Adjustments 


B 


(1) To record security transactions as per schedule. 

(2) To record treasury stock purchased. 

(3) To record dividends received. 

(4) To record collection of accounts receivable. 

(5) To record payment of debts. 

(6) To record expenses paid. 

(7) To record payment of Federal capital stock tax. 

(8) To record dividends paid. 

(9) To record purchase of 200 shares of G. 

10) To record dividends receivable. 

11) To record payment of Federal income taxes for 
1935. 


we 


| 


13) To write-off deferred charges. 
14) To provide for depreciation of furniture and fix- 
tures at the rate of 10% per annum. 


( 

( 

(12) To provide for estimates Federal income taxes for 
1936. 

( 

( 

(15) To provide for estimated Federal capital stock 
tax. 


ScHEDULE or Securrry TRANSACTIONS SUPPORTING EnTRY 1 


5 
le 
& 


On hand— 
December 31, 1935 Purchases 
Average 
Shares Cost Date Shares Amount Date Shares 
1/15/36 200 $1 


3/20/36 200 $ 20,000.00 7/20/36 500 
4/15/36 500 50,000.00 9/15/36 1,000 


Rss 


888 888 


888 888 


00 
7/25/36 200 
85,000.00 8/15/36 200 
70,000.00 6/15/36 1,000 


130,000. 

4/25/36 200 
5/10/36 300 
7/15/36 300 

_ 9/15/36 1,000 


$8888 


$865,000.00 $334,000.00 $414,000.00 $80,000.00 


87 
37,000.00 
(1) 80,000.00 86, 500.00 
39,000.00 
(12) 12,000.00 (10) 2,500.00 
(13) 1,000.00 
(14) 1,000.00 (11) 1,000.00 
(15) 1,000.00 
21.88 
53.12 
15.00 
46.88 
53.12 
00,00 
36 
dit 
8,000.00 $ 
A......... 1,000 $ 90,000.00 46,000.00 46,000.00 
11300 *120'000-00 00 857000: 00 
600 60,000.00 60,000.00 
D.. 1,500 95,000.00 95,000.00 
E.. 1,200 85,000.00 4/10/36 1,200 85,000.00 110, — 
4/10/36 200 26,000.00 30 
. 1,000 1 6/15/36 300 39,000.00 65,000.00 
20,000.00 
H.. 1,000 Stock divi- 
00.00 dend 8/20/36 1,000 35,000.00 
15,000.00 40,000.00 
000 .00 
40,000.00 
90,000.00 130,000.00 
000.00 016,000.00 
000.00 
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XYZ Company 


Balance Sheet 
December 31, 1936 


Current assets 
Dividends receivable. . 
Marketable securities (market value, $973,500.00)... 


Furniture and fixtures, net 


Total assets....... 


Current liabilities 
Accounts payable and accrued expenses 
Reserve for estimated Federal income taxes. . . 
Reserve for estimated Federal capital stock tax... . 


Capital stock and surplus 
Capital stock, 100,000 shares of a par value of $10.00 per share authorized, of 
which 49,800 shares are outstanding and 200 shares are held in the treasury... . 
Capital surplus 
Earned surplus: 
Balance, January 1, 1936 
Net profit, 1936......... 


Dividends paid... 


Less cost of treasury stock (200 shares) 


Total liabilities 


COMMENTS that amount was set up as a liability. 

(1) The inventory of securities at Decem- ) No mention was made of the rate of 

ber 31, 1935, is stated at the average depreciation on furniture or of the 

cost and this basis was used in record- amount of the deferred charges to be 

ing the security transactions for 1936. amortized. In this solution a rate of 

For Federal-tax purposes the basis 107% was used to depreciate the furn- 

for the securities sold should be de- ture and fixtures and the entire 

termined by the “first-in-first-out” amount of the deferred charges was 

method or if the shares sold can be written off. J 

identified with a particular purchase The market value of the securities 

the actual cost may be used. In this was determined as follows: 

problem it is impossible to determine Market value of securities 

an acceptable basis for tax purposes. (per problem) 

Because of the basis used in the secu- Securities purchased for de- 

rity transactions it was impossible to livery om January 2, 

calculate the correct profit for income- 

tax purposes, and consequently the 

adjusted declared value of the capital included in market value 

stock cannot be determined. From the of securities and set up 

information in the problem it appears as a receivable on XYZ 

that the capital-stock-tax liability will balance sheet a 

not exceed $1,000.00 and therefore $973,500.00 
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In 
Assets 
2,500.00 
$955,500.0 
Liabilities 
12,000.00 Th 
1,000.00 
38,000. 1s 
N 
$500, 000.00 
300,000 .00 
$223,500.00 
100,000.00 123,500.00 
Du 
$923 , 500.00 of 
| 
Net i 
Less 
Less 
1936 
1935 
Incre: 
$1 
Less 
Appli 
$1 
$3, 
Profit 
Earni 
Pre 
Co 
Profi 


ss 


100. 
00. 
100.00 


000.00 


Solution to Problem 3 


In this solution it is assumed: 


(1) That eight per cent of the face value 
of the paper is retained by the 
finance company. 

(2) That the “Reserve for unearned in- 
come, etc.”’ as given in the prob- 
lem is a combination reserve for 
collection expense and reserve for 
bad debts. 

(3) That income is considered earned 
only when collected. 


The entry made by the company to record its 
1936 business is as follows: 


Notes receiv- 
able.. $2,400,000.00 $ 
Income. ... 144 ,000 .00 
Reserve for 
unearned in- 
come, etc... 48 ,000.00 
Crh... ... 2,208 ,000 .00 


During the year notes receivable in the amount 
of $1,150,000.00 were collected or written off 


Solution to Problem 4 


Less earnings applicable to additional common stock (200,000X$.24)............ 48, 
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leaving $1,250,000.00 outstanding as shown by 
the problem. 

During 1936 the reserve was charged for $23,000.- 
00 leaving a balance in that account of 
$25,000.00 or 2% of the amount of the unpaid 
notes. The offsetting credits must have been: 


(1) Cash (for collection expenses paid) 

(2) Notes receivable (for notes written 
off) 

(3) Income (for excess provision) 


On a conservative basis the reserve should be 
$118,400.00, determined as follows: 


2% on accounts not due 
(2% of $1,230,000.00)... $ 24,600.00 
6% on accounts not due 


(6% of $1,230,000.00)... 73,800.00 
All past-dueaccounts..... 20,000.00 
$118 ,400 .00 


If the discounted paper is guaranteed by dealers 
then the provision of $20,000.00 on the past- 
due paper is probably too high. However, the 
problem is silent on this point but asks that the 
reserve be stated on a conservative basis. 


1936 Earnings applicable to old common and preferred stocks................... $372,000.00 


Increase on old common stock of $.22 per share....... 


$176,000 .00+$.22=800,000 shares of common stock in 1935 
800 ,000-+-200 ,000= 1,000,000 shares of common stock in 1936 


Earnings in 1935 


Applicable to preferred stock in 1935................. 


$180,000 .00+$.06= $3, 000,000.00 preferred stock in 1935 
$3,000,000 .00-+$500 , 000 .00= $3 , 500,000.00 preferred stock in 1936 


Statement of Reconciliation 


Profits—1935. . 


Earnings per share 


Preferred stock outstanding—Par value—$3,000,000.00 @ 6%. . $180,000.00 
Common stock outstanding—800,000 shares @ $.02 per share..................2.0..0.0005 16,000.00 


Profits—1936......... 


= 
500.00 
Less dividend on additional preferred 30,000.00 
ate 0 
$420, 000.00 
f the 000 . 00 
to be 
furnl- 
entire 
000.00 
500.00 $196,000.00 
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Earnings per share 
Preferred stock: 
Outstanding—1935—$3 ,000 000.00 par value @ 6% 


Common stock: 
Outstanding—1935—800 ,000 shares @ $.24........ 
Issued January 1, 1936—200,000 shares @ $.24..... 


80 
Issued January 1, 1936—$500,000.00 par value @ 30, 
92 
48 


Solution to Problem 5 


Payment at maturity of French loan 
2,000,000 francs converted at $.061................. 


—— on 2,000,000 francs for 150 days at 3%—25,000 francs converted at 
06 


Commission—1 /20% of of 2,025,000 francs or 1012.5 francs converted at $.061. . 


Cable charge. . 


Net proceeds of loan 


$60 


Less: 


Cost of United States loan 
Interest on $119,920.00 for 150 days at 5%.......... 


GENERAL COMMENTS 


Those of us who have been engaged in 
teaching know only too well the difficulties 
encountered in preparing an adequate 
examination and we can have only sym- 
pathy for boards of C.P.A. examiners in 
their task. However, one who has worked 
with the problems given in the above sec- 
tion cannot help but wonder what the ob- 
jective of the examiners was in setting 
these problems. If intended to test a can- 
didate’s knowledge of accounting the ex- 
amination was a failure, for an elementary 
knowledge of accounting coupled with a 
reasonably good grounding in arithmetic 
on the elementary school level should have 
assured success in this section of the ex- 
amination. 

Problem 1 required that the candidate 
know the elements of cost—material, 
labor, and overhead—and that net profit 
was that which remained after deducting 
the cost of goods sold and expenses. Be- 
yond this point a knowledge of accounting 
was of no value. Problems 4 and 5 required 
no knowledge of accounting. 

Taken together, Problems 1, 4, and 5 


$123 , 606.76 


80.00 119,920.00 


constitute seventy-five per cent of the 
entire section. One cannot help but con- 
clude that the emphasis in this examina- 
tion was misplaced. 

Problem 2, an accounting problem, is 
too elementary for a C.P.A. examination 
and has the additional defect of being 
incomplete. 

Problem 3 is ambiguous and forces the 
examinee to spend valuable time guessing 
at what the examiners intended. There 
can be no justification for a problem which 
has as its only objective an excursion into 
the realm of chance. 

There should be no complaint from the 
examinee as to the time allowance of five 
hours. The following time schedule may 
prove helpful to those who wish to solve 
these problems: 

Required time in 
minutes 
75 
75 
30 
20 
15 


Total 215 


Problem 


wd 


Ge 


Sp 


000.00 
000.00 
000.00 
000.00 
$450 , 000.00 
812,000. 
1,525.00 
61.76 
20.00 fo 
el 
... $120,000.00 J 
.00 pre 
.... $ 3,686.76 Ge 
2,498.33 
Pa 
Dis 
Ge 
Pa 
Ge 
Pa 
Ge 
Pa 
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CONVENTION REPORT 


American Accounting Association 
Proceedings of the Twenty-Second Annual Convention 
Ailantic City, New Jersey 
December 27-29, 1937 


tion of the American Accounting 

Association was held at the Chal- 
fonte-Haddon Hall, Atlantic City, New 
Jersey, on December 27-29, 1937. The 
program was as follows: 


Ts TWENTY-SECOND annual conven- 


Monday, December 27, 2:00 p.m. 


General Topic: Accounting in Transition; Chair- 
man, Jacob B. Taylor, President. 
Papers given by: Robert E. Healy, “The Next 
Step in Accounting.” 
A. A., Berle, Jr. “Accounting and the Law.” 


{Monday, December 27, 7:30 p.m. 
Discussion session, no organized program. 
Tuesday, December 28, 9:30 a.m. 


General Topic: Accounting History and Educa- 
tion; Chairman, Roy B. Kester. 
Papers given by: Raymond de Roover, ‘‘Char- 
acteristics of Bookkeeping Before Paciolo.” 
Jeremiah Lockwood, “Early University Educa- 
tion in Accountancy.” 
Hermann C. Miller, “‘A Suggested Program of 
Education for the Accountant.” 


Tuesday, December 28, 2:00 p.m. 


General topic: Public Aspects of Accounting; 
Chairman, George A. MacFarland. 

Papers given by: N. E. Webster, “A College 
Education for Public Accountants.” 

E. A. Heilman, “Educational Requirements for 

admission to Examinations of Accountants.” 

General Topic: Accounting Principles. 

Paper given by: W. A. Hosmer, “The Effect of 
Direct Charges to Surplus on the Measure- 
ment of Income.” 


Wednesday, December 29, 9:30 a.m. 


General Topic: A Critique of the Tentative State- 
ment of Accounting Principles Underlying 
Corporate Reports: Chairman, R. A. Steven- 
son. 

Speakers: Henry Rand Hatfield, Victor H. 
Stempf. 


Wednesday, December 29, 2:00 p.m. 


General Topic: Development of Accounting 
Principles; Chairman ‘Arthur G. Rosen- 
kampff. 

Paper given by: E. L. Kohler, “A Tentative 
Statement of Accounting Principles Under- 
lying Consolidated Reports.” (A pronounce- 
ment of the Executive Committee of the 
American Accounting Association.) 


Business Meeting of the Association 


The business session was called by 
President Taylor at 8:00 p.m. on Tuesday, 
December 28. 

President Taylor introduced the guests 
of the evening, John L. Carey, Secretary 
of the American Institute of Accountants, 
and Victor H. Stempf. John R. Wildman, 
first president of the American Association 
of University Instructors in Accounting, 
was also introduced. 

The first order of the regular business 
was the reports of officers. President Tay- 
lor opened the business with the following 
remarks: 

“‘At the twentieth annual meeting of the 
American Association of University In- 
structors in Accounting held in New York 
in 1935, the membership decided to re- 
constitute the association. It was agreed 
that the name be changed to American 
Accounting Association and that the pur- 
poses and activities of the organization be 
broadened. 

“‘The official purposes of the association 
were named as follows: 

1. To encourage and foster research in 
accounting and to publish or aid in the 
publication of the results of research. 

“2. To develop accounting principles 
and standards, and seek their endorsement 
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or adoption by business enterprises, public 
and private accountants, and govern- 
mental bodies. 

“3. To promote studies of accounting as 
an agency of control of business enterprise 
and economic affairs in general. 

“4. To improve methods of instruction 
and to demonstrate the social benefits of 
a more widespread knowledge of ac- 
counting. 

“We have now come to the twenty- 
second annual meeting of the reconstituted 
association—two years from the date of 
the adoption of the broadened purposes 
just stated. It might not be amiss to pause 
to take inventory to see what progress has 
been made in the past two years. Let us 
examine, at the outset, the second of these 
four objectives: 

““*To develop accounting principles and 
standards, and to seek their endorsement or 
adoption by business enterprises, public and 
private accountants, and governmental 
bodies.’ 

“In June, 1936, the executive committee 
of the American Accounting Association 
published through the AccounTiNG RE- 
viEW the ‘Tentative Statement of Ac- 
counting Principles Underlying Corporate 
Financial Reports.’ Reprints of this state- 
ment were made available to interested 
accountants over the country and per- 
mission was granted to reprint the state- 
ment in the accounting journals of certain 
of the English speaking countries abroad. 

“Upon numerous occasions, the tenta- 
tive statement of principles has been the 
subject for discussion in state societies of 
certified public accountants, in chapter 
and regional meetings of the National 
Association of Cost Accountants, and in 
similar meetings of accountants held from 
time to time. It has furnished the basis of 
study of more than one graduate seminar 
and even in the case of undergraduate 
students, we find one chapter of Beta 
Alpha Psi, the national accounting frater- 


nity, devoting the activity of a quarter to 
debate on the tentative statement of 
principles. The Chief Accountant of the 
Securities and Exchange Commission has 
made reference to it or to discussions 
which have grown out of it in papers which 
he has read before various bodies of ac- 
countants. 

“Tn the April, 1937 issue of the Journal 
of Accountancy, Colonel Montgomery 
wrote an article in which he made refer- 
ence to one particular point raised in the 
tentative statement—namely that of the 
proper display of bond discount. In four 
of the succeeding issues of the Journal, 
there appeared correspondence from those 
who took issue with Colonel Montgomery 
or who supported him. In the March, 1937 
issue of the ACCOUNTING REVIEW, there 
appeared an article by Professor Sanders 
and an answer by Professor Greer on other 
points developed in the Tentative State- 
ment. In the pages of the Journal and of 
the REVIEW, we find many other articles 
either referring to or dealing directly with 
the tentative statement of principles. 

“‘At the 1936 meeting of this association 
held in Chicago, one session was devoted 
to a critique on the tentative statement. 
Again at the present meeting, a similar 
session is to be held. It should be noted 
that in securing speakers for these sessions, 
we do not seek solely those who may be 
protagonists of the point of view expressed 
in the tentative statement. The pages of 
the ACCOUNTING REVEIw and the meetings 
of this association are always open to any- 
one interested enough to make a careful 
and considered statement on the matter 
of accounting principles, no matter what 
his point of view. 

“There can be no doubt that this as- 
sociation has sought to secure the endorse- 
ment of accountants and others of the 
principles which it believes to be funda- 
mental to the preparation of corporate re- 
ports. How great an impression has been 
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made is difficult to tell and it is equally 
impossible at this juncture to determine 
accurately the extent of the acceptance of 
the ideas expressed. This much is true, 
however, a great deal of discussion of ac- 
counting principles has been stimulated at 
an instant when accountants are being 
forced by the exigencies of the times to 
give real attention to fundamentals. Re- 
gardless of the conclusions reached as a 
result of these discussions, deliberations, 
and debates the ultimate outcome cannot 
be other than extremely valuable to the 
profession. It seems unlikely, also, that 
texts of the future which are to deal with 
accounting principles will treat of the 
subjects of bond discount, direct charges 
to surplus, and other items which are 
embraced in the tentative statement, with- 
out making reference to the point of view 
expressed in this statement and to the 
current articles concerning it in the ac- 
counting periodicals. This in itself is bound 
to have its effect and will produce a richer 
literature and one which is less inclined to 
be dogmatic in its treatment of principles. 
It will also have its effect upon the training 
of students for the profession which in 
itself is a tremendously significant factor. 

“At the Wednesday afternoon session 
of the present annual meeting, the execu- 
tive committee is presenting its ‘Tentative 
Statement of Accounting Principles Under- 
lying Consolidated Statements.’ The ex- 
ecutive committee is of the opinion that 
such pronouncements as it may make from 
year to year should be timed so as to be 
released to the membership at the annual 
meetings so that members and the guests 
of the association at these meetings may 
have full opportunity to discuss the pro- 
posals before publication. 

“<To encourage and foster research in 
accounting and to publish or aid in the pub- 
lication of results of research.’ 

“During the year the association pub- 
lished Perry Mason’s ‘Public Utility De- 


preciation.’ The funds which provided the 
means of publication were created through 
the payment of life membership fees of 
$100 per member by a number of our 
interested members. This treatise by 
Mason is an excellent piece of work and 
without doubt has greatly enriched the 
literature of the special field of deprecia- 
tion. 

“Other manuscripts are being con- 
sidered and it is entirely possible that ad- 
ditional monographs will be published 
next year. 

“In addition numerous articles for the 
ACCOUNTING REVIEW may easily result 
from the researches instituted by the 
executive committee through its com- 
mittee on research. 

improve methods of instruction and 
to demonstrate the social benefits of a more 
widespread knowledge of accounting.’ 

“The Committee on Education of the 
American Institute of Accountants, after 
giving considerable study to the matter 
recommended to the Council of the In- 
stitute that four years of college training 
beyond the high school should constitute 
a minimum educational requirement for 
successful practice of professional ac- 
countancy. The four year course was then 
divided into 60 semester hours devoted to 
cultural subjects and 60 semester hours 
devoted to professional subjects. 

“The Council of the Institute adopted 
this recommendation in essence and the 
national body of practitioners thus has 
gone on record as favoring high educa- 
tional standards commensurate with those 
achieved in medicine and law as the goal 
of accountancy. To quote from an editorial 
in the December issue of the Journal of 
Accountancy, ‘No one should misunder- 
stand the resolution of the Institute’s 
council as an implication that the Institute 
hopes to assume a dictatorial position with 
respect to education standards. It is eager 
to codperate with the colleges and uni- 
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versities, to help them in their announced 
desire for indications of what practitioners 
think they should teach. It may naturally 
be assumed that the Institute’s commit- 
tees on education will be composed both 
of experienced instructors in accounting 
and of experienced practitioners who have 
shown an interest in educational problems. 
The result of the resolution and the new 
activities which it authorizes should be an 
acceleration of progress in accountancy 
education.’ 

“Let it be said, here and now, that this 
association welcomes the help which the 
Institute can give to educational programs 
of the colleges and universities offering in- 
struction in accounting. Our one great 
hope is that the Institute’s interest may 
be continued and unremitting and that in 
the end we shall, by these joint efforts, 
have developed an educational plan which 
will be a definite credit to the profession. 

“During the year just ending, this as- 
sociation created a Committee on Educa- 
tion whose assigned task it was to explore 
the field of the professional subjects which 
a student studying to be an accountant 
should pursue and to make recommenda- 
tions concerning its findings. This morning 
we listened to a paper which was de- 
veloped out of the work of this committee. 
Copies of the Committee’s report have 
been sent to the chairman of the Institute’s 
committee on education. 

“The benefits to be derived from such 
codperative efforts are immeasurable. The 
work of this association’s committee on 
education has just begun and in the years 
which lie immediately ahead the possibili- 
ties are unlimited. 

“In the determination of what should 
be taught and in all matters pertaining to 
the setting of standards of courses, faculty, 
libraries, and financial resources, this as- 
sociation is prepared to work aggressively 
toward the desired ends. It also wishes to 
work in close harmony with the Institute’s 


committee so that the results in the fina] 
analysis will be mutually satisfactory. 

“Without reviewing further the ac 
complishments of the association during 
the year just past, I should like to make 
several recommendations concerning the 
program for the year, 1938. 

“1. Development of accounting principles, 

“Tt should always be one of the great 
joys of the academic mind to search for 
new truths, to seek to determine what 
fundamental bases underlie the procedures 
found in practice. In accounting matters, 
if the profession is ever to reach the high 
estate which it should rightfully enjoy, all 
of the participants must be constantly 
alert to the ever changing economic 
characteristics of our business and finan- 
cial life. This would comprehend a never- 
ending scientific attempt to improve the 
practice by a greater recognition of the 
principles underlying it. 

“However, we should avoid undue haste 
in arriving at fundamental conclusions of 
this sort. Persistence rather than speed 
should be the motivating force behind all 
research leading to a statement of under- 
lying principles. The objective of a splen- 
did profession, a high character in the 
practice should not be lost sight of, and 
such pronouncements as this association 
may wish to make from time to time 
should be premised on this point of view. 

“There can be no real conflict between 
the accounting practitioner and the ac- 
counting teacher. While their everyday 
activities may differ, their objectives 
must, of necessity, be the same. In the 
past this association and its members have 
enjoyed a full measure of confidence and 
assistance from those engaged in the 
practice of accounting. I bespeak, in the 
year 1938 and those which follow, the 
closest possible codperation between prac- 
titioner and teacher so that we shall 
achieve for the accounting profession what 
we all rightfully believe should belong to 


it—t 
amo 
“ 
ant 
by i 
tere: 
stat 
tota 
ges 
mit 
wo 
adv 
to 
con 
pra 
inte 
end 
be 
finc 
eve 
tag 
rec 
tha 
of 
mi 
has 
in 
pri 
an 
mo 
th 
m¢ 
is 
ce 
as: 
na 
Pp 
y C 
of 
T 


Convention Report 95 


it—a great and honored name, high rank 
among the professions. 

“The American Institute of Account- 
ants has shown by its prize contests and 
by its committee work that it has an in- 
terest in any development of an acceptable 
statement of accounting principles. Is it 
totally beyond the realm of reason to sug- 
gest that the Institute create a com- 
mittee on accounting principles which 
would still be willing to coéperate with and 
advise the executive committee of this 
association in the work which it has set out 
to do. Personally, I should welcome any 
constructive attempt on the part of the 
practitioners to assist those of us who are 
interested in research in accounting to the 
end that the results of such research might 
be significant contributions which would 
fnd perhaps gradual but nevertheless 
eventual general acceptance. 

“TI cannot stress too highly the advan- 
tages of such codperation. Therefore, I 
recommend to the executive committee 
that during the year 1938 it seek the active 
codperation of individual practitioners and 
of the Institute through one of its com- 
mittees to the end that the work which 
has already been done by the association 
in the past two years in the way of stating 
principles receive adequate consideration 
and evaluation. 

“2. Research—and the publication of 
monographs. 

“As was indicated earlier in this paper, 
the association has published its first 
monograph. The worth of the contribution 
is far greater than the reception it has re- 
ceived. Perhaps, the membership of the 
association has been subject to procrasti- 
nation rather than indifference but I urge 
you to consider carefully the merits of this 
publication before deciding not to avail 
yourselves of the opportunity and pleasure 
of owning a copy. 

“Other monographs are in the offing. 
The publication program should go for- 


ward and I strongly recommend that it 
does. The success of the whole publication 
venture lies in the hands of the member- 
ship. The research and executive commit- 
tees can function in the most efficient man- 
ner possible in encouraging research and in 
selecting and editing the resulting manu- 
scripts. However, the continuance of any 
such program lies in the support accorded 
it by the members of this association. You 
alone can decide whether this vital part 
of our activities shall go forward. 

“3. Membership. 

“The membership of this association is 
open to accountants of every kind— 
teachers and practitioners. The annual 
dues are nominal and they include a sub- 
scription to the AccoUNTING REviEw. A 
great number of accountants engaged in 
practice and possessing a real appreciation 
of the value of research in accounting have 
become members of the association. The 
number of members is still far too small. 
We should attract everyone who is in- 
terested in our objectives and the op- 
portunities for service would be the more 
greatly enhanced if we could depend upon 
the advice of a great group of our members 
who were meeting the problems of practice 
every day. 

“Therefore, I urge every member of this 
association to assume the responsibility of 
bringing to the attention of teachers and 
practitioners who do not belong to our as- 
sociation the advantages of belonging to it. 
We do not want new members for the 
revenue which the annual dues would 
bring us, for that is nominal. We want 
them for their counsel, their influence, and 
their support. In the year 1938, we should 
have a new member for every old member. 

“4. The AccouNTING REVIEW. 

“The AccounTING REviIEw has gained 
an excellent reputation, not only in this 
country but abroad, for the quality of its 
articles and editorial policy and general 
contribution to accounting literature. To 
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increase the scope and effectiveness of this 
important part of the association’s pro- 
gram, I recommend that the executive 
committee consider the immediate in- 
crease in the number of issues from four to 
six. The increased amount of advertising 
which could be secured would in some 
measure cover a part of the additional 
cost and a reduction in the size of certain 
of the issues would provide further com- 
pensation. The more frequent appearance 
of the REVIEW would create greater in- 
terest among all of its readers and greatly 
augment student appreciation and sub- 
scription. 

“5. Accounting terminology. 

“The committee on accounting termi- 
nology which functioned during the year 
should be continued with instructions to 
direct its attention to the problem of pro- 
viding the suitable definition of the terms 
used in the tentative statements of princi- 
ples issued by the associaion in 1936 and 
1937. This in itself would be a monumental 
task and by limiting the scope of its ac- 
tivities, the committee would have the 
opportunity to make a significant contri- 
bution. Reports of its progress could be 
printed from time to time in the Account- 
ING REVIEW. 

“6. Committee on education. 

“T recommend that the committee on 
education be continued and that it adopt 
as a part of its program the following: 

“1. Continued study of desirable cur- 
ricular content. 

“2. Active support of and codperation 
with the Institute’s committee on educa- 
tion. 

‘*3. A study looking toward the creation 
of standards covering courses, faculty per- 
sonnel, library and laboratory equipment, 
and financial resources. That in this con- 
nection, ten or twelve of the largest de- 
partments of accounting of the country 
covering a wide geographical area be 
selected for preliminary study. And that, 


in this connection, the work to be done 
should not overlap that done by the In- 
stitute’s committee but should be sup. 
plemental to and coordinated with the 
work of that committee. 

“4, Coéperation with the education com- 
mittees of state societies of certified public 
accountants wherever feasible to the end 
that the activities of all committees on 
education can be directed toward some 
generally acceptable program. 

“In conclusion, let me say that this as- 
sociation has enjoyed what we hope were 
fruitful years in the first two years of its 
existence in its reconstituted form. The 
opportunities in the future are great and 
with a virile and active membership the 
association can be a great factor in the 
orderly development and progress of the 
accounting profession. I bespeak for us all 
the earnestness, the sincerity, the unremit- 
ting interest, the faith, and the courage to 
bring great fruition out of this promise and 
opportunity. If accounting is to be a great 
social force then we, the members of the 
profession, must possess to a high degree 
a fine social consciousness.”’ 


Report of the Secretary-Treasurer 


Secretary-Treasurer Chamberlain pre- 
sented a report of the membership and of 
the financial condition of the Association 
which is included in the auditor’s report. 


Research 

Professor A. C. Littleton, Assistant 
Director of Research, reported that several 
of the projects sponsored by the Associa- 
tion were nearing completion and that the 
results of this research work would be 
published in the Association’s monograph 
series. 


Report of the Committee on Education 
Professor Hermann C. Miller, Chair- 
man, presented a report of the Committee 


on Education. The report will appear in 
the June issue of the REVIEW. 
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Professor Roy B. Kester commented on 
the report of the Committee on Education 
and advised against too strict regulation 
of the curriculum content. 


Committee on Nominations 


Dean R. A. Stevenson, Chairman, made 
the following report: 
“The Committee on Nominations offers 
the following candidates in nomination: 
“President: E. A. Heilman, University 
of Minnesota. Vice-Presidents: Sidney G. 
Winter, University of Iowa; F. W. Wood- 
bridge, University of Southern Calif.; 
W. A. Hosmer, Harvard University. Secre- 
tary-Treasurer: Henry T. Chamberlain, 
Loyola University. Editor: Eric L. Kohler. 
Director of Research: William A. Paton, 
University of Michigan. 
Respectfully submitted, 
H. R. Hatfield 
Roy B. Kester 
R. A. Stevenson, Chairman” 


It was moved and seconded that the 
president be instructed to cast a un- 
animous ballot for the election of officers 
nominated. After asking for other nomina- 
tions from the floor and receiving none, 
President Taylor put the motion and it 
was passed unanimously. 


Resolutions 


Professor Scovill introduced a motion 
that the Association express its deep sor- 
row at the recent death of Mr. James O. 
McKinsey, a past president of the Associa- 
tion. The following resolution was 
adopted : 


Resolved: That the American Accounting Asso- 
ciation hereby record its profound sorrow at the 
death of Mr. James O. McKinsey, former presi- 
dent of the Association. As president and in many 
other capacities his leadership and devotion to 
the ideals of the Association resulted in note- 
worthy contributions to the progress of the teach- 
ing and accounting professions in the United 
States, 


President Taylor expressed his apprecia- 


tion to the officers and committees who 
worked with him during the year and 
made special mention of the fine work of 
the Committee on Local Arrangements 
headed by Professor George A. McFar- 
land. 


Report of Auditor 


Subsequent to the date of the annual 
meeting, the following report was filed 
with the President: 


‘‘American Accounting Association: 

I have made an examination of the accounts 
and records of your treasurer, Henry T. Cham- 
berlain, for the year ended December 31, 1937. 
All records were found to have been carefully 
prepared and to be in good order. 

The accompanying statements of the Associa- 
tion, namely, 


Exhibit 


Fund No. Title 
General I Balance Sheet as at 
December 31, 1937. 
General II Statement of Income 
and Expense for year 
ended December 31, 
1937. 


Life Membership III Balance Sheet as at 
December 31, 1937. 
Statement of Income 
and Expense for year 
ended December 31, 

1937, 


correctly set forth, the financial position as at 

December 31, 1937 and the operating results for 

the year ended that date for each of the funds. 
(Signed) Harry D. Kerrigan 

Northwestern University 

January 15, 1938” 


Life Membership IV 


Exarsirt I 
American Accounting Association 
Balance Sheet—General Fund 
December 31, 1937 
Assets 

Dues receivable.............. $ 498.00 
Less reserve for bad debts. ... . 396.60 101.40 

Subscriptions receivable....... $ 102.10 
Less reserve for bad debts... .. 47.90 54.20 
Advertising receivable................... 230.00 
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Liabilities and Net Worth 
Deferred dues income................... $ 247.00 
Deferred subscription income............ 525.03 
Deferred advertising income........... ‘ 20.00 
Net Worth: 
Balance December 31, 1936.. $1,118.70 
Net loss for year ended De- 
cember 31, 1937.......... 137.05 981.65 
Total liabilities and net worth......... $1,773.68 


Exuisirt IT 


American Accounting Association 
Statement of Income and Expense—General Fund 
Year Ended December 31, 1937 
Income: 


$2,249.40 


Subscription income. . . 1,487.34 
Advertising income... . 927.12 
Miscellaneous income. 1.35 $4,665.21 
Expenses: 

AccoUNTING REVIEW....... $2,912.13 
Executive Committee 577 .63 
Secretary’ s compensation. . 350.00 
Editor’s compensation. . 350.00 
postage and station- 

349.48 
Subscription campaign. 88.00 
Clerical expense....... 47.15 


Bad debts—subscriptions. . 


28.82 
Miscellaneous expense....... 99.05 $4,802.26 


$ 137.05 


Exursit III 
American Accounting Association 
Balance Sheet—Life Membership Fund 
December 31, 1937 


Assets 
Accounts receivable..................... 37.50 


Net Worth 
Contribution of life members $1,350.00 
Net loss, year ended December 31, 1937 


Exutsit IV 


American Accounting Association 
Statement of Income and Expense—Life 
Membership Fund 
Year Ended December 31, 1937 


Income: 
Sales of monographs.......... $201.40 
Miscellaneous income. ..... .. 64.66 $ 266.06 
Expense: 
Cost of printing 
Advertising expense..... . 150.00 
Miscellaneous expense......... 30.91 525.40 
Net loas: (exhibit TH)... $ 259.34 


SCHEDULE I 


Analysis of Membership 
for the Year Ended December 31, 1937 


Number of members at 12/31/36............... 647 
New members: 
Secured in 1937 starting in 1937........... 58 
Secured in 1937 starting in 1938........... 3 61 
— 6 
Former members reinstated.................... 
14 
Decreases: 
13 
5 
Balance, membership at December 31, 1937..... 679 
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the Securities and Exchange Com- 
mission illustrating various points in 
registration and annual statements sub- 
mitted to the Commission by business 
corporations. In each case an issue of ac- 
counting procedure is raised in which the 
administrative staff of the Commission has 
recommended changes. While these cases 
do not necessarily establish precedents, 
their effect on accounting practice is 
unquestioned. Names of the corporations 
involved will be supplied to any reader 
who desires further study of the cases. 
The comments commencing on page 
101, following the cases, are the Editor’s. 


Pe: new cases have been supplied by 


12. The financial statements of a utility 
company when orginally filed included an 
auditor’s certificate which explained that 
the company followed the retirement- 
reserve method of providing for electric 
and water-department properties retired 
from service, and that the provisions for 
retirements deducted from earnings were 
substantially less than the amounts de- 
ducted for depreciation in Federal income 
tax returns, which amounts were com- 
puted on the basis of age and estimated life 
of depreciable properties. With respect to 
certain railway properties which had been 
abandoned, the unamortized balance of 
the abandonment loss amounting to 
$1,672,834.25 at the date of the balance 
sheet, the certificate stated: 


“The railway operations were terminated in 
August, 1933 and the railway property aban- 
doned account, not written off to the reserve for 
retirements or to surplus, has been amortized to 


income since April 30, 1935 at the rate of $10,000 
monthly...” 


As originally filed, the certificate did not 
contain any expression of the accountants’ 
opinion as to the propriety of this proce- 
dure. In the amended certificate, however, 


the accountants, after pointing out that 
this policy of amortization had been au- 
thorized by the board of directors, ex- 
pressed their opinion as follows: 


“This method of amortization to income is an 
acceptable accounting treatment of an abandon- 
ment loss in the utility industry, however, in our 
opinion, a preferable treatment would have been 
to charge the abandonment loss to surplus, which 
has been done in the consolidation of the con- 
stituent corporations.” 


13. As originally filed, the accountants’ 
certificate accompanying the financial 
statements of an industrial company con- 
tained the following: 


‘Pursuant to approval by the stockholders on 
April 17, 1935, the par value of the registrant’s 
outstanding capital stock was reduced from 
$25.00 to $15.00 a share, resulting in a capital 
surplus of $43,967,040. The charges made against 
capital surplus during the year 1935 for adjust- 
ments of the net book value of fixed properties 
and intangible assets are reflected in the accom- 
panying Schedule LX of Statement AA. The 
provision for depreciation for the year 1935 is 
based upon property values as adjusted.” 


This was considered inadequate dis- 
closure of all the facts and the certificate 
was also considered deficient in that it did 
not express the accountants’ opinion with 
respect to the practice of the company. 
After amendment the certificate read as 
follows: 


“Pursuant to approval by the stockholders on 
April 17, 1935, the par value of the registrant’s 
outstanding capital stock was reduced from 
$25.00 to $15.00 a share, resulting in a capital 
surplus of $43,967,040.00. In accordance with a 
plan approved by the directors and announced to 
the stockholders of the registrant in connection 
with the creation of such capital surplus, charges 
aggregating $30,385,840.60 were made by the reg- 
istrant against such capital surplus to write down 
its investments in subsidiary companies. Of this 
amount, $23,385,841.60 represented charges by 
subsidiaries to their surplus accounts for the pur- 
pose of writing off or writing down the net book 
values, less realized salvage values, of certain 
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units of physical property because such properties 
had become unserviceable or it was determined 
that their book value was excessive. In our 
opinion, at the time these write-downs were made 
generally accepted accounting principles per- 
mitted the making of such charges against capital 
surplus. There has been a change, however, in 
generally accepted accounting principles with re- 
spect to write-downs of physical properties so 
that write-downs of a nature similar to those made 
in 1935 would now be required to be charged 
against earned surplus instead of capital surplus. 
The write-downs had the effect of reducing the 
charge against consolidated income for deprecia- 
tion in the year 1935, as compared with 1934, in 
an amount estimated by the registrant at 
$900,000.00. The effect upon income would have 
been the same if the charges had been made 
against earned surplus instead of capital surplus, 
but if that had been done the net charges against 
earned surplus would have exceeded the balance 
thereof at December 31, 1935, by $2,628,096.50 
as to the registrant and $3,104,154.98 as to the 
consolidation. Also included in the charges made 
against capital surplus in 1935 were $6,999,999.00 
representing a write-down of intangible capital 
assets, arising in consolidation of the accounts of 
the registrant and subsidiaries, to a nominal value 
of $1.00. In our opinion, generally accepted ac- 
counting principles at that time permitted and 
now permit the writing down of such intangible 
capital assets against capital surplus.” 


14. The balance sheet of an industrial 
company contained the following explana- 
tory note in connection with paid-in 
surplus: 

The following is an analysis of the amount 
shown as paid in surplus: 

“PAID IN SURPLUS: 


Net assets of [a predeces- 

sor company] (acquired 

for capital stock). ..... $319 , 583.52 
Less par or stated value 

of capital stock issued 


Cash received from capital 
$395 ,000.00 


Less par or stated value 
of capital stock issued 


Excess of the proceeds from issuance of 

capital stocks over par or stated value 

31,612.11 


$267 971.41 


Balance—classified as paid in surplus 
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This explanatory note was considered 
inadequate since it did not disclose fully 
the nature of the paid-in surplus arising 
from the acquisition of the assets of the 
predecessor company. Furthermore, since 
the liquidating value of the preferred stock 
was in excess of the stated value, there was 
inadequate disclosure as to the status of 
the paid-in surplus and the availability 
of such surplus for dividends on the 
various classes of stock. In the amended 
statement, in addition to the above analy- 
sis, the note included the following com- 
ments: 


“Of the total amount classified as paid-in 
surplus as set forth above, the amount of 
$159,583.52 represents earned surplus of the 
Company’s predecessor which became paid-in 
surplus of the Company upon acquisition by the 
Company, solely for capital stock, of the entire 
business, assets and goodwill of such predecessor, 
as of April 1, 1937. 

“The aggregate stated value of the 44,109 
shares of Cumulative Convertible $.60 Preferred 
Stock, Series A, outstanding at July 31, 1937 was 
$352,872.00. The liquidation preference of such 
shares, in the event of a voluntary liquidation, 
and the redemption price of such shares, is $12.50 
per share, or an aggregate total amount of 
$551,362.50, being $198,490.50 in excess of the 
stated value of such shares. 

“In the event of the issuance of the 25,000 
shares of Cumulative Convertible $.60 Preferred 
Stock, Series B, now proposed to be offered 
under the registration statement, the stated value 
of such shares will be the entire net considera- 
tion to be received therefor by the Company. The 
liquidation preference of such shares in the event 
of a voluntary liquidation, and the redemption 
price of such shares, is $12.50 per share, or 4 
total aggregate amount of $312,500.00 which 
amount will exceed the stated value of such 
shares computed as above set forth. 

“In the event of the issuance of the 5,00 
shares of Common Stock of the par value of $1.00 
per share now proposed to be offered under the 
Registration Statement, the amount of $1.00 per 
share will be credited to stated capital and the 
balance of the net consideration to be received 
therefrom will be credited to paid-in surplus. 

“Counsel for the Company has rendered his 
written opinion (which is filed as Exhibit F-2 of 
the registration statement) in which he states 
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that in his opinion the Company may legally pay 
dividends on Cumulative Convertible $.60 Pre- 
ferred Stock of either Series from such paid-in 
surplus however derived provided a notice as to 
the source of such dividends is given to the recip- 
jents thereof prior to or concurrently with the 
payment thereof. Said counsel further states that 
inhis opinion a court of equity would not enjoin 
payment of such dividends from such paid-in 
surplus provided appropriate notice, as above 
described, is given prior to or at the time of such 
payment. Said counsel further states that in his 
opinion such paid-in surplus, whether arising out 
of earned surplus of the Company’s predecessor 
or by reason of issuance or proposed issuance of 
Common Stock for a consideration or considera- 
tions in excess of the par value therof, is not avail- 
able for dividends on the Common Stock. 

“It is the present intention of the management 
of the Company to pay, out of said paid-in sur- 
plus account, dividends on the Cumulative Con- 
vertible $.60 Preferred Stock of both Series until 
such time as the Company may have opportunity 
to accumulate an earned surplus.” 


15. In their certificate accompanying 
the financial statements of a company in 
the nonferrous metal industry, the ac- 
countants stated that the company fol- 
lowed consistently the accounting prin- 
ciples of that industry, but did not state 
whether such principles were in accordance 
with generally accepted accounting prin- 
ciples, nor did they express their opinion 
with respect to such practices. The suc- 
cessive stages of the certificate until finally 
approved follow: 


As originally submitted: 

“The accompanying consolidated balance 
sheet and the related statements of consolidated 
income and surplus fairly present, in accordance 
with accepted principles of accounting followed 
in the nonferrous metal industry and consistently 
maintained by the companies during the year 
under review, the consolidated position of.... 
and its wholly owned sub- 
sidiaries at December 31, 1935 and the consoli- 
dated results of their operations for the year then 


ended.” 
First amendment: 

“The accompanying consolidated balance 
sheet and the related statements of consolidated 
income and surplus fairly present, in accordance 


with accepted principles of accounting followed 
in the nonferrous metal industry (inventories of 
metals sold for future delivery being carried at 
net selling prices and gold and silver being carried 
at market quotations as explained in the ac- 
companying financial statements and the notes 
thereto) and consistently maintained by the com- 
panies during the year under review . . .” 

Final amendment: 

“The accompanying consolidated balance 
sheet and the related statements of consolidated 
income and surplus fairly present, in accordance 
with accepted principles of accounting followed in 
the nonferrous metal mining industry (which 
differ from generally accepted accounting prin- 
ciples in that metals sold for future delivery are 
valued at net selling prices and inventories of 
gold and silver are carried at market quotations 
rather than upon the basis of the lower of cost 
or market, but which, in our opinion, are accept- 
able valuation bases for the nonferrous metal 
mining industry) and consistently maintained by 
the companies during the year under review . . .” 


16. In prior years an industrial com- 
pany had created an inventory reserve 
out of earnings. During the year under 
review, this reserve was eliminated by 
credit to profit and loss. This procedure 
was objected to by the Commission’s staff 
and, as a result, the statements were 
amended and the credit carried to earned 
surplus rather than profit and loss. The 
registrant also appended the following 
note to its profit and loss statement: 

“Tn the Company’s annual report to its share- 
holders for the fiscal year ended October 31, 1936 
the earnings were shown as $4,068,457.37 which 
included the restoration to profit and loss of an 
inventory reserve of $750,000.00 provided out of 
earnings reported for prior years. In the accom- 
panying statements this reserve has been restored 
to earned surplus instead of to profit and loss.” 


COMMENTS 


In Case 12 may be found ample reasons 
for the publication by the American Ac- 
counting Association of Perry Mason’s 
monograph, Principles of Public-Utility 
Depreciation. The story is an old one, often 
repeated in American public-utility his- 
tory. Insufficient annual depreciation was 
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provided for properties now abandoned, a 
fact reflected in the income-tax returns of 
past years. Result: property accounts are 
relieved of $1,672,000 or more, a deferred- 
charge account of the same amount is 
created, and the income account is charged 
each month with $10,000 thereof, the idea 
being, doubtless, that in 167 months the 
loss could be wiped out. The amended 
certificate of the accountants indicates 
their approval of the practice, but indi- 
cates that a better procedure would have 
been to charge the whole loss to surplus. 

The position of the public accountant 
here is not easy. He faces a practice with 
which he does not agree and on which he 
must report. If he refuses to append his 
certificate he loses the engagement and 
another accountant can easily be found 
who will have no such scruples. Because 
there is no solidarity in the profession, 
professional standards have tended to re- 
main far too low. Compromises with good 
practice have been defended when dis- 
closures are made. But since disclosures 
are in themselves standards, it might be 
expected that most disclosures are im- 
perfect. One needs only to glance at the 
footnotes of financial statements, even 
those issued under the watchful eye of the 
Commission, to realize that fact. Many 
“disclosures” appear the significance of 
which is entirely lost on the reader. 

Thus in the case under discussion, the 
Commission succeeded in inducing the 
accountants to state their preference for 
another method of accounting and to in- 
dicate that the policy followed had been 
adopted by the Board of Directors. But 
the point raises two much more important 
issues which remain undisclosed. What 
was the effect on the underprovision on 
past earnings? What will be the effect of 
insufficient depreciation of existing prop- 
erty on future income? 

In Case 13 the soul of another large firm 
of public accountants is laid bare. The re- 


vised paragraph of the certificate 
is an extraordinary social document. 
. writedowns of a nature similar to 
those made in 1935 would now be required 
to be charged against earned surplus in- 
stead of capital surplus,” the reason given 
being that what was an accounting prin- 
ciple in 1935 was not an accounting princi- 
ple in 1936. The event that changed ac- 
counting principles in 1936 is not disclosed, 
Could it have been this Association’s 
“Tentative Statement”’ published in June 
1936? 

By adopting the principle that plant 
writedowns should be charged to earned 
surplus from 1936 on, the accountants 
omit the disclosure of another accounting 
principle, perhaps more significant, which 
they seem to have adopted—that a prin- 
ciple is not retroactive. Today’s principle 
does not set aside yesterday’s as far as 
yesterday is concerned. By virtue of this 
convenient second principle the company 
has an earned-surplus account; without 
the invocation of the second principle 
there would have been a deficit. The 
heroic action of the stockholders on April 
17, 1935, was apparently taken in the 
nick of time. It saved their earned surplus 
from destruction by the avalanche of ac- 
counting principles in 1936. 

The principle enunciated at the end of 
the accountants’ revised statement in 
Case 13 seems to say: the stockholders 
of a holding company loose a portion of 
their contributions to the company when 
a controlling interest in a subsidiary is 
purchased at a figure in excess of the un- 
derlying book value. Since when has this 
principle sprung into being? 

Case 14 deals with an all-too-frequent 
occurrence: the existence of (a) liquidating 
values of preferred stock in excess of 
stated values and (b) paid-in surplus from 
which dividends can be paid. The case as 
stated does not show the class of stock 
on which the $395,000 cash proceeds were 
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received, but the well-known although 
questionable device is being employed of 
making available for dividends substantial 
portions of the contributions of the stock- 
holders. It is possible that some of these 
dividends may prove to be a return to the 
same class of stockholders that made the 
original contribution. In any event the act 
of the Commission has been to add a good 
deal of clarity to a somewhat cloudy pic- 
ture. 

The announcement of the directors’ 
dividend policy is a striking example of 
the frankness with which the seeker of 
capital must now face his public. 

Case 15 is another example of the in- 
sistence by the Commission of disclosures 
of deviations from what the certifying 
accountants may conceive to be account- 
ing principles. Here the requirement was 
made that the basis of inventory valua- 


tion be disclosed (since the practice of the 
industry did not conform to that of other 
industries) and that the accountants’ own 
opinion of the method be stated. It may be 
remarked in passing that the statement of 
the accountants as they themselves have 
phrased it leaves the reader wondering 
what their real opinion may be. 

Case 16 does not reveal the fact that 
the company had reported the inventory 
“loss” in two ways: to their stockholders 
as a charge to surplus; to the Commission 
as a charge to profit and loss. Hence it 
would seem proper to credit the reserve 
back to surplus when it was found it was 
no longer needed. Apparently the case 
does not fall under the requirement that 
an excess reserve created out of income be 
restored to income, for the provision was 
one for contingencies rather than for a 
prospective loss. 
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Principles of Public Utility Depreciation. Perry Mason. 
(Chicago: American Accounting Association, 1937, 
pp. xi, 128. $1.00.) 


In the last few years public utility depreciation has 
received increasing attention from accountants, com- 
missions, and the courts. But volume of discussion does 
not constitute clarity of thought; in fact one of the 
chief contributions of volume may be to draw attention 
to the need for such clarity. 

This monograph is the first of a series sponsored by 
the American Accounting Association in a scientific ef- 
fort to develop principles of accounting. If the rest of 
the series comes up to the standard set in this instance, 
the Association bids fair to contribute substantially to 
the progress that has already been made toward the 
achievement of this objective. 

Professor Mason first examines the principles of de- 
preciation—the basic facts and concepts and the rela- 
tions of depreciation to accounting, repairs, valuation 
and other financial aspects of the business. He then 
turns to commission regulation of depreciation and con- 
cludes his discussion with an indication of tentative 
principles which the courts seem to have developed in 
dealing with the subject. 

Depreciation is defined by the author as “‘a service 
charge to operations for the use of an asset” (p. 16). 
He contends that it is not the same as deterioration, 
nor is the reserve a fund for replacing or maintaining 
assets. He goes on to demonstrate the different methods 
of accounting for depreciation and their financial ef- 
fects. Particularly interesting is his argument that 
overfine and complicated methods may often give im- 
practical or inequitable results. 

In examining possible bases for depreciation calcu- 
lations, Mr. Mason says, ‘‘A solution to the problem 
... , like many other problems of utility regulation, 
must be a practical compromise between philosophical 
and expedient considerations.” Thus his defense of 
original cost is not only empirically justified, but also 
has supporting philosophical arguments. Similarly, the 
straight-line method of amortizing this cost is presented 
as simple, practical and equitable. However, he suggests 
that it would be profitable to experiment with service 
or use of plant as a basis. A common method, the use of 
the retirement-reserve, is judged deficient because it 
assumes perpetual life of a utility (which has not been 
consistently borne out by history), “fosters manipula- 
tive charges at the discretion of management,” and 
confuses what should be the purpose of depreciation 
accounting. 

In rate-base determination, Mr. Mason demonstrates 
that, if either the straight-line or sinking-fund method 
of depreciation accounting is used appropriately, the 
reserve may be subtracted from the value of the assets 
new to indicate present rate-base value. He states: 
“The simplest and, in the long run at least, as equitable 
a procedure as any, is the use of depreciated original 
cost as the rate base, the deduction being equal to the 
accumulated reserve for depreciation” (pp. 95-96). If 
reproduction cost must be used, the deduction should 
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be adjusted proportionately. “Observed” condition as 
a measure of rate-base value is condemned for several 
practical and theoretical reasons which cannot be at- 
tributed merely to an accountant’s prejudice. The value 
of such estimates lies largely, he maintains, in their use 
as checks on the validity of the depreciation rate in 
use. 
His consideration of the treatment of depreciation 
by the courts is brief, being largely confined to a state- 
ment of principles which the courts have indicated they 
were following, and citations of supporting cases. Ap- 
pended is a comprehensive bibliography of the cases 
which bea on the subject. 

Fifteen general principles of handling depreciation, 
which are developed through the monograph, are con- 
veniently brought together near the end. These, in the 
author’s opinion, are equitable and legally and practi- 
cally feasible. Whether or not all are legally invulnerable 
is perhaps the most debatable question. This particu- 
larly applies to his recommendations for correcting past 
errors in depreciation rates and for satisfying the “ob- 
served” depreciation requirements by frequent physi- 
cal verification of accounting assumptions. It is en- 
tirely possible that, if carefully argued, this would 
satisfy the present Court, and, though no one can pre- 
dict what decision would result, a few new test cases on 
these subjects would probably be of value in clarifying 
the problem. 

Evidently the monograph was in press when the re- 
vised uniform systems of accounts for electric and gas 
utilities, published by the National Association of Rail- 
road and Utilities Commissioners, appeared, for they 
incorporate some of his recommendations for modifica- 
tion of accounting practice. Nor is Mr. Mason without 
other commission support. The Wisconsin commission, 
for example, in its monograph, Depreciation (1933), dis- 
cusses the subject with probably more emphasis on 
cases but makes recommendations which correspond 
in general to those advanced here. Out of similarity in 
argument and conclusions may well develop the wide- 
spread adoption of a consistent set of principles, which 
is the aim of Mr. Mason and the Association in pub- 
lishing this monograph. 

In general, Mr. Mason’s analysis is penetrating, con- 
cise but complete, and maintains a sense of fairness to 
all interests concerned. It is to be recommended for 
serious perusal by accountants, utility executives, com- 
missions and others interested in the regulation of pub- 
lic utilities. 

MarsHA.t E. Drwock 

University of Chicago 


Cost Accounting. Revised Edition. W. B. Lawrence. 
(New York: Prentice-Hall, Inc., 1937, pp. xvii, 598. 
$5.00.) 


Professor Lawrence’s book on cost accounting has 
enjoyed a high reputation ever since it first appeared 
in 1925. That it deserved the praise bestowed upon it 
was due to the solidity of its content and the clearness 
of its presentation; hence the wide acceptance of the 
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book and its publication both here and in Great Brit- 
ain, its use by the Russian government and its trans- 
lation into Chinese and Japanese. 

How does the revised edition compare with the origi- 
nal? On the part of the publisher, it may be said that 
better paper and a better type face contribute to the 
greater readability of the text. The author has con- 
tributed to the revision first by rearranging the exist- 
ing material, secondly, by addition of new material, and 
finally by elimination of material no longer found 
useful. 

The early chapters have had the benefit of the great- 
est amount of rearranging. The discussion of Process 
cost accounting has quite properly been deferred to a 
much later stage. The first five chapters cover, with 
the exception of process costs, the material of the first 
seven chapters in the old edition. 

In spite of this condensation of chapters considerable 
amounts of new material have been introduced by way 
of laying a more thorough foundation for the technical 
exposition of cost accounting. New material has also 
been added in expanding the treatment of Process costs. 
The new edition takes up those cases involving open- 
ing inventories, which were so unaccountably omitted 
in the first edition. A welcome addition also is found in 
the chapters on distribution costs. The subject is 
relatively new, but none the less important, not only 
because of governmental pressure in the anti-trust 
legislation field, but in other fields as well, notably in 
the case of the utilities and some of industrials; witness 
the studies of the cost of distributing milk made in 
Boston and New York. The section on standard costs 
has been greatly strengthened by expanding it to four 
chapters, and rewriting most of the material. The dis- 
cussion on responsibility for variances which formed 
so large a part of standard costs in the earlier edition 
has mercifully been dropped. 

Aside from distribution and standard costs, extensive 
rewriting was done in connection with cost elements, 
particularly in the treatment of service department 
costs. Many of these are discussed in detail. 

So much for added material. What has been elimi- 
nated? The chapter on the cost to make and sell has 
been dropped, but is more than made up for by the 
new chapters on distribution costs. The chapter on 
Relative Values has also been dropped; since it tended 
to fall into the field of statistical technique, perhaps its 
exclusion was justified. Its absence will nevertheless be 
regretted by many. Finally the chapter on the legal 
phases of cost accounting was eliminated. Since 1925 
cost accounting has repeatedly been given new purpose 
and direction through legislative enactments, court 
decisions, and decisions of governmental bodies. Even 
a sketchy chapter outlining the major landmarks in 
the legal history of cost accounting would have been 
quite welcome as providing a stimulus for research in 
that field. 

The next question requiring answer is whether there 
are any serious omissions other than those mentioned 
above, which were not on the serious side. First it 
must be noted that methods of wage payment receive 
approximately one page. Since overhead distributions 


based on labor cost are still quite popular, wage pay- 
ments could be discussed in greater detail, the more so 
since it is well known that certain types of burden ap- 
plications are inappropriate when used in conjunction 
with certain forms of wage payments. 

Another omission is the failure to discuss the so- 
called vicious circle problem of overhead distribution; 
that is, the problem of distributing service department 
charges where two or more service departments whose 
costs should be determined render services to each 
other. 

A distinct disappointment too is the author’s practi- 
cal silence on the subject of by-product and joint prod- 
uct costs. Not only is the subject important, but it is 
becoming more so every day. The study of distribu- 
tion costs is largely a matter of allocation of joint costs; 
also with the increasing utilization of waste material 
in manufacturing, the subject deserves certainly more 
than the meager four pages allotted to it. 

Two final criticisms must be made: On the whole, 
the forms shown in the text are not impressive; some 
could be easily improved. Finally, the method of writing 
journal entries by labelling each line of the entry 
“debit” or “‘credit” is not only an insult to the account- 
ing student, but is esthetically poor, since it invariably 
spoils the appearance of the entry and of the page. 

THEODORE LANG 

New York University 

School of Commerce, Accounts, and Finance 


Standard Practice in Auditing, W. J. Back (with Mem- 
orandum on the Use of Machines in Accounting by 
R. N. Barnett). (London: issued under the auspices 
of the Society of Incorporated Accountants & Audi- 
tors, 1937, pp. 41.) 


This short work (41 pages) represents the results of 
the first research project selected by the Research Com- 
mittee of the Society of Incorporated Accountants and 
Auditors. After being reviewed in the course of its 
preparation by the members of the Committee, this 
monograph states in a well-organized, pithy manner the 
accepted principles of auditing as related to both the 
“statutory” audit and audits under “‘direct contract.” 

As governed principally by the Companies Act, 
1929, acceptable auditing principles are considered 
under the following main heads: relative position of 
directors and auditors and the auditor’s duty as re- 
lated to the examination of the balance sheet and the 
profit and loss account, in their principal classifications. 

Starting with the premise that audits under direct 
contract “‘conform generaly to the norm set by the 
statutory audit” variations under special arrangements 
are treated as they are applicable to private, share 
transfer, taxation settlement and trust accounts audits. 

In a six page memorandum, Mr. Barnett outlines 
the application of the principles of audit practice to 
conditions as altered by machine bookkeeping. 

To those interested in a brief restatement of Eng- 
lish auditing principles and considerations of auditing 
practice as related to machine bookkeeping, this work 
merits much commendation. In the light of the objec- 
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tives of the Committee in selecting this subject, its 
purposes have been quite adequately fulfilled. 
DANIEL Bort, JR. 
Louisiana State University 


Studies in Current Tax Problems. (New York: Twentieth 
Century Fund, Inc., 1937, pp. xxiii, 297. $3.50.) 


This is a companion volume to Facing the Tax Prob- 
lem, described by the reviewer in the AccoUNTING RE- 
view for June, 1937. It contains some of the basic 
memoranda contributed by certain members of the 
research staff to the earlier and more general work, and 
is thus less of interest to the general reader than to the 
professional economist or tax expert. Statisticians will 
also find the descriptions of methodology interesting 
and, on the whole, informative. 

Tax research seems to fall into two general categories: 
that of the propagandist, public and private; and that 
of the scholar or expert. The former is characterized, 
in its extreme form, by the blithe use of figures whose 
sources are unquestioned by the writer because he 
wants the figures to prove a case. The second type of 
tax research is characterized, in its extreme form, by 
the publication of figures so surrounded by warning 
statements and explanatory footnotes that a bewildered 
layman may well ask: Why publish these figures at all 
if they can’t be used? Certain parts of the present book 
come dangerously close to falling into this second cate- 
gory; however, its honesty, and the fact that it is 
aimed at specialists and not laymen, save it from seri- 
ous adverse criticism. One is at least made aware of the 
problems in finding significant figures in this field, 
even within one taxing jurisdiction. 

These remarks were particularly inspired by two of 
the studies by Thomas J. Reynolds which form part of 
this book: State Property Tax Rates, 1925-36, and Costs 
of Administering the V arious State and Local Taxes. The 
first sets out to discover what has happened to state 
property tax rates during the depression, there being 
no intent to account for changes which might have 
occurred. But the result is a table of states showing 
rates as a percentage of assessed valuations and ac- 
companied by laudably frank admissions that a 
variety of factors make the figures inadequate for any 
but this very general statement: that, taking the pic- 
ture as a whole, state rates have had a tendency to de- 
cline rather than to rise (p. 100). The usefulness of even 
this limited generalization seems to this reviewer to 
have been destroyed by the author in his statements to 
the effect that some state figures also include, or actu- 
ally are, local property levies for local purposes; and 
that their comparability is unreliable also because of 
legal or customary variations in the assessment ratio. 
He further points out that “the nominal tax rates of a 
given state over a series of years may not reveal ac- 
curately the trend of the state property tax burden 
even in that state” (p. 98). One may, perhaps, be par- 
doned for asking why the figures were published. Rea- 

sons why comparable figures are unavailable, and why 
trends even within one state cannot be demonstrated, 
would seem to serve the reader quite as well. Some 
progress is made when we know what we do not 


know and, under existing conditions, cannot know, 

Reynold’s other study, on the costs of tax adminis. 
tration, is equally disappointing. All the author can 
offer is “typical costs,” and his figures are admittedly 
‘inadequate for any statistical generalizations” 
(p. 109). Readers of the Accountinc REvrew will 
probably not be surprised to learn that costs of ad. 
ministering taxes are clearly related to the number of 
persons from whom tax reports are required. Thus, 
national averages show clearly that corporation income 
taxes cost less to collect than do personal income taxes, 
and that the gasoline tax is in the lowest cost group, 
while the sales tax is in the highest. Reynolds has 
demonstrated, however, that any glib comparisons of 
costs of collection are valueless, since “‘the available 
cost of collection data are very incomplete.” (p. 137). 
He deserves praise for pointing out the importance of 
research in this field of administrative costs for various 
tax levies. Legislators ought particularly to see to it 
that statistical data on costs of collection are gathered, 
if only for their own guidance. It would rescue much 
that now wallows in the bog of claim and counterclaim. 

Students of public finance will particularly welcome 
a third section of this book, Studies of State and Local 
Tax Systems, 1920-36, by Carl Shoup (director of all 
the research), Marion Holman, and Bernard Shimberg. 
This is in fact a bibliography of official and unofficial 
studies of taxation which are limited to single states, 
and is probably complete for the period covered. It 
represents a valuable by-product of the research which 
went into the two volumes on taxation. Forty states 
were treated in official studies during this period, and 
37 states are represented in the publications of various 
unofficial tax research bodies. The two lists will provide 
a valuable starting point for one beginning any inquiry 
into the workings of specific taxes in particular states. 

Another paper in Studies in Current Tax Problems is 
A Comparison of Aggregate Burden of Federal Income 
Tax and State Income Tax in Eleven Selected States, by 
Carl Shoup, Bernard L. Shimberg, and William Vickrey. 
By a competent process of sampling it was sought to 
indicate the effect on total Federal and state income 
tax burden of varying state income tax rates, exemp- 
tions and credits at different income levels and with 


different kinds of income. It was found that when a 


state income tax is added to the Federal income tax, 
the “net additional burden’’ to the individual taxpayer 
seldom amounts to more than 4% of his total income 
and usually amounts to less. This is due to the fact 
that the Federal government permits deductions of 
amounts paid under state income tax laws, and some 
states reciprocate on Federal income tax payments. An 
amusing by-product of this research is the finding that 
New York is relatively hard on unmarried persons, 
while California, the home of the cinema industry, is 
relatively easy. No finding is given concerning whether 
these different attitudes towards matrimony are pul- 
poseful or purely fortuitous. 

A lesson in the highly technical art of forecasting 
probable revenues from two important taxes is given 
in another paper entitled Estimating Income and Estate 
Tax Yields by Susan S. Burr and William Vickrey. 
Although no attempt was there made to estimate 
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yields for future years, the technique of estimates is 
described and checked against actual returns in certain 
years. This article is suggested as a lesson in humility 
for those who wonder why Treasury estimates are 
sometimes considerably at variance with actual yields. 
Descriptions of the procedure for estimating yields of 
income and estate taxes are limited to those of the 
Federal government, but the conditioning factors of 
state taxation are, of course, given due consideration, 
particularly as they bear on exemptions—the bugbear 
of tax administrators. 

A definite venture in forecasting, as distinguished 
from a mere description of techniques for forecasting, 
is made by Mabel Newcomer in one of her two contri- 
butions to this book, which is entitled An Estimate of 
Federal, State and Local Expenditure, 1936-40. This 
paper is a detailed account of the statistical methods 
behind the several estimates included in Chapter 7 of 
Facing the Tax Problem. Trends in expenditure for edu- 
cation, highways, relief, interest, capital outlays, social 
security, and possible application of assets to debt re- 
duction are discussed; and the author makes it quite 
clear that relatively slight changes in assumptions often 
make great changes in final results. Taking the specific 
case of relief, she believes that we are in for major 
Federal expenditures on this item regardless of business 
conditions in this period. Her reasons are the lag in 
re-employment following advances in technology, the 
probable existence of a large class of unemployables 
because of long-continued unemployment, the probable 
increase in the proportion of the unemployed on relief, 
and the increase in the cost per relief case because 
“new standards have been set” (p. 247). Nor does she 
feel that the Social Security Act will greatly alter the 
situation: for she estimates that no more than 
10,000,000 of the 12,000,000 who were unemployed in 
1935 will either “achieve sufficiently continuous em- 
ployment in the four years between 1936 and 1940 to 
be eligible for unemployment insurance or will reach 
the age where old-age pensions are available” (p. 
248). She thus sets the minimum of Federal relief ex- 
penditures for 1940 at $500,000,000. 

Dr. Newcomer also contributes an interesting piece 
of research on tax burdens entitled Estimate of the Tax 
Burden on Different Income Classes. Choosing New 
York as a state having a highly developed system of 
income taxation but no state sales tax, and Illinois as 
a state relying heavily upon the sales tax, she has esti- 
mated the total tax burden, including Federal, upon 
20 hypothetical families in several occupational and 
mcome groups in those states. It is interesting that 
Dr. Newcomer found that the general tendencies of 
the tax burden were the same for both states. After a 
careful analysis, her general conclusion was that the 
tax system as a whole is regressive for those income 
groups not subject to income and death taxes, and 
progressive for the income groups subject to those taxes. 
Thus we “soak the poor” as well as the wealthy, and 
“no one escapes making a substantial contribution to 
our tax revenues, however well concealed his share 
in the burden may be” (p. 41). 

It is this fact which is probably of the greatest gen- 
eral interest of all brought out in these studies: that 


our tax system at present bears most heavily upon both 
the very welathy and the very poor. The estimate is 
that a man with an annual income of $1,000,000 must 
pay 80 to 85% of it in taxes, while a rural dweller 
with only $500 annual income pays a higher percentage 
in taxes (between 11 and 16%) than a rural dweller 
with income of $1,000 or $2,000 (between 8 and 10%). 
Sharp increases in burden take place below the $2,000 
income level for urban wage earners also. Dr. Newcomer 
attributes this regressive quality of our tax system at 
the lowest income levels to the hidden taxes on food, 
clothing and shelter. She also finds that, as between 
urban and rural dwellers, the tax burden falls heavier 
on the former. She points out the additional services 
the city man gets for his money; but since the crowded 
conditions in cities bring most of the need for these so- 
called services—recreational and health facilities and 
police and fire protection—the philosophical balance 
may still be in favor of the farmer. 

In conclusion, there are useful sections in Studies in 
Current Tax Problems for both the general reader and 
the expert, with Dr. Newcomer’s contribution as the 
best example of the former and the paper on estimating 
tax yields by Susan Burr and William Vickrey the best 
example of the latter. Between these extremes of excel- 
lence the student of public finances will also find help- 
ful material, food for thought, and leads to much 
needed additional research in the field of taxation. 

J. Harotp DENIKE 

Harvard University 

Graduate School of Business Administration 


Selected Cases on Government and Business. G. O. Dyk- 
stra, L. G. Dykstra. (Chicago: Callaghan and Com- 
pany, 1937, pp. xvii, 686. $5.50.) 


The publishers of the National Casebook Series have 
fulfilled a definite need of higher educational institu- 
tions other than law schools with their publication of 
this compilation of Supreme Court decisions relating 
to prime legal relations between government and busi- 
ness. A companion volume might well be brought out 
on the leading administrative law in this field, including 
enough decisions of the several independent quasi- 
judicial commissions to give the student a feel for the 
type of issues decided by them. However, the present 
volume represents a fairly judicious selection of cases 
setting the broad legal frameworks for government con- 
trol of private economic activity which will be useful 
primarily to students of business administration and 
other commercial studies. 

The problem of selection and arrangement was great. 
On the whole, the writer finds less fault with the selec- 
tion than with the arrangement. The cases are arranged 
in three major parts. Part I provides some of the con- 
stitutional law background necessary to an under- 
standing of the nature of the Constitution and the roles 
of the courts and the Federal and state governments 
under that instrument; and it also gives content to the 
judicial concepts of interstate commerce, police power, 
delegation of power, and due process of law. 

Part II will prove a useful section to students of 
business. It is devoted to development of the law grow- 
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ing out of leading cases involving the Sherman, Clay- 
ton and Federal Trade Commission Acts. Instead of 
dividing the Sherman Act decisions into those handed 
down prior to 1911 and those after that date, marking 
enunciation of the so-called ‘Rule of Reason” in the 
Standard Oil and American Tobacco cases, the authors 
have wisely chosen the headings Early Cases under the 
Act and Vigorous Enforcement of the Act, making the 
dividing line roughly the Rooseveltian ‘‘trust-busting” 
era. The case setting the new tempo was taken to be 
the Northern Securities case of 1904, sometimes called 
the first holding company decision. An historical treat- 
ment of Sherman Act decisions seems eminently practi- 
cal for a casebook on government and business. 

This section also gives separate treatment to permis- 
sible activities of trade associations under the Sherman 
Act, including the 1936 decision concerning the Sugar 
Institute. Certainly trade association activities deserve 
a full section in any casebook purporting to fulfill the 
needs of students of business, and the selections are 
excellent. Separate treatment is also given application 
of the Sherman Act to boycotts and conspiracies of 
labor, cross-licensing and patent pools, and resale price 
maintenance. These subjects are carried forward in the 
chapters on the Clayton and Federal Trade Commisison 
Acts, permitting a chronological development of the 
whole subject. 

Part III, entitled Recent Laws and Decisions, is with 
few exceptions wholly devoted to New Deal legislation 
and its judicial fate. From the standpoint of arrange- 
ment, this is the weakest section of the book, because it 
fails to integrate itself with pre-existing constitutional 
law or with the earlier cases listed. Every writer of a 
casebook runs the risk of appearing a poor prophet in 
his treatment of recent decisions if he fits them into 
familiar categories. If casebooks were the style when 
Marbury v. Madison was decided, for instance, that 
case might easily have been omitted from an early 
19th century casebook on constitutional law, or it might 
have been included under Mandamus, the Original 
Jurisdiction of the Supreme Court, or Powers of the 
President. That we now see the decision as fundamental 
in stating the power of the Supreme Court to declare 
an act of Congress unconstitutional arises from the 
fact that we attach to it an historical significance which 
it did not have for contemporaries. 

The Dykstras, however, have avoided the penalties 
of false prophecy by the questionable device of avoid- 
ing the whole issue of the place of recent constitutional 
decisions in the law of government and business. This 
is accomplished by throwing all of the nation-rocking 
decisions of recent years into one general heap under 
headings drawn either from the statute involved or 
from non-legal fields such as Regulation of Securities 
and Regulations Affecting Labor. If such headings were 
used throughout, the results would have been defensible 
and even laudable. But one can’t have it both ways: 
part of the book drawn from existing legal categories 
and part a treatise on some legal aspects of the legisla- 
tion of the Hundred Days. 

The effect of holding back recent cases until the 
final section has been to weaken earlier parts of the 
casebook by making them historical and academic, and 


also to render the last part anti-climatic. Specifically, 
the chapter on Delegation of Power omits reference to 
Panama Refining Company v. Ryan, which is relegated 
to a questionable position in the section on Recent Laws 
and Decisions under National Industrial Recovery Act, 
It is submitted that this case is fundamental to an 
understanding of our law of delegation, since it was the 
first case in which the Supereme Court declared an act 
of Congress unconstitutional as an illegal delegation 
of legislative power. This oil legislation, in addition, 
was only incidentally part of the National Industrial 
Recovery Act. By this arrangement there is lost from its 
context a fundamental discussion of the limits to dele- 
gation of legislative power in the first and only case in 
which such discussion was not, strictly speaking, obiter 
dictum. 

Similarly the Butler case, containing an extension of 
judicial doctrine concerning the taxing and spending 
powers of Congress, is in the final section rather than 
with Bailey v. Drexel Furniture Co. In fact, the authors 
did not see fit to include a separate section on taxation 
at all, which seems a serious omission in a casebook on 
Government and Business. Surely from a_ business 
standpoint taxation is always regulation of a kind, and 
ranks in importance with the interstate commerce 
clause as a source of Federal power over industry. Per- 
haps in a second edition, which this book will probably 
deserve, the authors will either place the newer deci- 
sions in their traditional legal categories or adopt 
throughout the lay categories of the final section. 

The authors are to be commended for including in- 
troductory paragraphs and pertinent excerpts from 
leading statutes in their book. It might also have been 
helpful, in developing the business aspects of these de- 
cisions, to emulate the practice of the late Lawrence B. 
Evans in his Cases on American Constitutional Law in 
this same casebook series. This was to include rather 
full notes on cases at the end of each chapter, which 
were very useful to the student of government or politi- 
cal science. The chapters in the present book might 
well have been followed by references to appropriate 
business literature as well as to cases further elucidat- 
ing the law. 

J. Harotp DENIKE 
Harvard University 
Graduate School of Business Administration 


Managerial Control. John G. Glover and Coleman L. 
Maze. (New York: The Ronald Press Company, 
1937, pp. xviii, 574. $4.50.) 


Managerial Control was written as an answer to the 
problem of maintaining future profit margins in the 
face of increasing costs. With that laudable purpose i 
mind, the authors have considered in a single volume 
most of the areas of business in which profit termites are 
at work today. In each area preventive treatment 1s 
suggested. Areas considered include: research; organl- 
zation, engineering, standards, records, various ele 
ments of cost such as direct and indirect labor, powet, 
maintenance, inspection, tools, materials handling, 
idleness, factory administration, traffic ,marketing, ad- 
vertising, and general administration. 
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The theme of the book is control through records. 
Accounting procedures are stressed. 


FRANKLIN E. Foits 
Harvard University 
Graduate School of Business Administration 


Business Mathematics: An Introductory Textbook. 
J. Donald Watson. (New York: The Ronald Press 
Company, 1937, pp. ix, 267. $2.50.) 


This book gives an adequate elementary treatment 
of the fundamentals of business mathematics. The 
approach is practical, the method arithmetical insofar 
as is possible, although some knowledge of algebra is 
assumed. 

After chapters on simple interest and discount the 
author proceeds to the subject of foreign exchange. 
Then follows a chapter which is entitled ““Averages” but 
which actually contains a number of elementary statis- 
tical ideas besides that of averages. It is gratifying to 
see this material included, as no one engaged in any 
sort of business can afford to be without some knowl- 
edge of averages of various kinds, statistical charts, 
trend lines, seasonal variation, etc. Next comes a chap- 
ter on averaging in accounts, which however bears 
little relation to the preceding chapter on averages. 
Chapter 6, called “Merchandise,” analyzes the income 
and expense statement of a business concern selling 
goods rather than services and discusses several 
methods of determining the final inventory. The next 
chapter on compound interest leads up to one on ordi- 
nary annuities. The chapter on tangible fixed assets 
treats various methods of estimating depreciation, the 
composite life of a plant, depletion and valuation of 
wasting assets such as mines, oil wells, and timber 
lands, and finally, loss of value by fire. The next subject 
is that of bonds, after which special annuities, such as 
deferred annuities, annuities due, and perpetuities are 
considered. The book concludes with chapters on life 
annuities and life insurance, as the final chapter on 
logarithms may be regarded as an appendix. To be 
commended is Figure 22 on page 222, which illustrates 
very nicely natural premiums, level premiums, and 
reserves on two types of life insurance policy. 

Reference is made in the Preface to a work book con- 
taining problem material. This work book was not 
available to the reviewer and it is not clear whether it 
contains tables. The book itself does not contain prob- 
lems, or compound interest and annuity tables. 

The reviewer would take exception to the reference 
to the amount of an annuity and the present worth of 
an annuity as “two types of annuities”; these quanti- 
ties are values of an annuity at two different dates. 

It is better in an algebraic formula to use a single 
symbol for a single quantity. Thus to use PW for the 
present worth of an annuity may cause some confusion, 
since placing two literal symbols in juxtaposition indi- 
cates that the quantities which they represent are to 
be multiplied together. If it is necessary to use two 
letters to represent a single quantity, some indication 
on - has been done should be given, e.g., P.W. or 


The reviewer has the impression that the organiza- 
tion of material might be better, and that the order 
might be improved—for example, why separate ordi- 
nary annuities from special annuities by the chapters 
on tangible fixed assets and bonds? However, these 
questions are of course matters of personal taste. 

R. RIDER 

Washington University 


Mathematics of Business and Finance. William S. 
Schlauch and Theodore Lang. (New York: The 
Ronald Press, 1937, pp. xv, 548. $4.25.) 


Exercises. (New York: same, pp. 116. $.50.) 


Selected Tables for Business and Financial Calculations. 
Theodore Lang and William S. Schaluch. (New 
York: same, pp. xxxv, 182. $2.50.) 


Mathematics of Business and Finance was prepared 
both for classroom instruction and for reference use. 
While theory is adequately covered, the work espe- 
cially emphasizes practical applications to business 
problems. Throughout the thirty-seven chapters, ex- 
cellent use is made of numerous, well-selected examples 
to illustrate the principles involved. 

The first chapter gives a review of the algebra es- 
sential for an understanding of the material covered in 
this work. In the second chapter certain short methods 
in computation, such as addition and subtraction in the 
same operation and multiplication from left to right, 
are explained. Considerable stress is placed in this book 
on the methods of securing speed and accuracy in the 
computation of problems. Among the devices for sav- 
ing time explained in later chapters are short-cuts for 
the calculation of exact interest, for the conversion of 
a series of discounts into a single discount, and for the 
calculation of simple interest at common rates, as well 
as adjustments for other rates. 

In the next three chapters the authors present an 
unusually complete treatment of percentage and its 
application to accounting statements, mark-up, and 
trade discounts. Formulas are developed for even 
simple arithmetic processes in the computations involv- 
ing mark-up. 

The authors then devote ten chapters to simple and 
compound interest and related topics, together with 
logarithms and their use in interest calculations. The 
relationships between bank discount and true dis- 
count, exact and ordinary interest, and simple and 
compound interest are fully discussed. Equation of 
accounts is analyzed for problems involving both simple 
and compound interest. A particular feature of this 
book is the thorough treatment of percentage and 
simple interest. A chapter devoted to ‘““Domestic and 
Foreign Exchange” explains the nature of the credit 
instruments used as well as the mathematics involved. 

Following Chapter 16 on “Series or Progressions,” 
the theory of annuities is developed step by step, the 
reader being assisted by effective diagrammatic analy- 
ses and practical applications. Among the topics 
treated here are sinking funds, amortization, capital- 
ized cost, obsolescence and replacement, and the valua- 
tion of bonds, depleting assets, leaseholds, and good- 
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will. Considerable attention is devoted to the theory 
and application of cumulative and decreasing annuities. 
Applications are also made to building and loan associa- 
tions and industrial loan companies. Probability and 
insurance are not covered. The mathematical treat- 
ment in the application chapters is supplemented with 
sufficient explanatory material to enable the student 
not familiar with the field to appreciate the problems 
involved. 

Incorporated with the material above are chapters 
explaining the slide rule, graphs, curve fitting, and 
interpolation. Graphs are utilized by the authors in 
several chapters to aid the reader in the analysis of 
problems. The chapter on graphs (chapter 24) would 
be more effective if placed earlier in the book. Curve fit- 
ting is used in the discussion of goodwill for the pur- 
pose of estimating excess profits in the future by extrap- 
olating curves fitted by least squares to excess profits 
for past periods. 

This book is a valuable addition to the literature of 
business mathematics. The material of the various chap- 
ters is clearly and simply presented and logically organ- 
ized from a pedagogical point of view. In the opinion of 
the reviewer, the authors have done as well as could 
reasonably be expected in their efforts to prepare a 
book suitable both for the classroom and for refer- 
ence. 

A book of exercises, organized by chapters, is pub- 
lished separately. The authors have also prepared a 
separate book of tables useful for calculations in the 
field of business mathematics. Among the tables in- 
cluded are tables of six-place logarithms (1,000—9,999), 
eight-place logarithms (10,000-11,000), reciprocals 
(1-10,000), and compound interest functions. The 
introduction gives a list of formulas and illustrations of 
the tables applied to “the more usual types of practical 
problems.” The interest and annuity tables are given 
to eight places for thirty-two rates of interest, ten of 
which are below one per cent. 

ARNOLD ZEMPEL 

Washington University 


Three Years of the Agricultural Adjustment Adminisira- 
tion. Edwin G. Nourse, Joseph S. Davis, and John D. 
Black. (Washington, D. C.: The Brookings Insti- 
tution, 1937, pp. xiv, 600. $3.50.) 


This study should not be considered apart from the 
six special studies covering Marketing, Wheat, Dairy- 
ing, Tobacco, Livestock and Cotton done by the same 
Institution. Indeed, this volume may be considered a 
summary of the whole. In the Director’s Preface it is 
pointed out that the method of the entire study was 
“.. to proceed inductively from current recordings 
of a great number of observations . . . to such general- 
ized conclusions as they may safely yield.” There are 
fifteen chapters, two supplementary statements and 
three appendices. It might be said that the book falls 
into two main divisions, the first of which ends with 
Chapter [X. These nine chapters provide a description 
of the administrative set-up, a summary of the AAA 
programs, and related preliminary matter. But Chap- 
ter X begins a second phase with a study of “Effects 


on Farmers’ Returns.” From this point forward the 
book deals for the most part with economic aspects of 
the entire Administration. 

In appraising the volume it is essential to bear jn 
mind that the data available for the study were quite 
inadequate and in consequence the authors were com. 
pelled to rely upon deductive method where inductive 
procedure would have been far more effective. The 
tone of the text is well-balanced, reasonable and fair 
throughout and the conclusions are set forth with a 
good deal of wisdom and caution. Thus, the estimate 
that gains to cotton farmers “‘ . . . may have amounted 
to some 780 million dollars during the period 1933-35,” 
As for the corn-hog program, the result “ . . . was to 
increase producers’ gross incomes... about 320 mil. 
lion dollars.” The assembled gains of farmers “... 
make a total of some 1.8-2.0 billion dollars.” As for 
“The Distribution of Benefits,” “‘ ... they tended to 
favor the less efficient farmer with irregular production” 
and it is also the authors’ belief ‘‘... that the AAA 
program helped the tenant class in the South.” 

In the chapter, ‘‘Effects on Farming,”’ it is admitted 
that uncontrolled adjustments in farm production 
leave much to be desired (p. 376) but “ . . .did the AAA 
afford a demonstration of . . . significant steps towards 
its improvement?” It is found “‘ . . . hardly possible at 
this juncture to point with any degree of conviction to 

... a better economic organization as a result of ad- 
justment effort.” In weighing the effect of the program 
upon “Consumers, Trades and Taxpayers” it is pointed 
out that net revenues from the adjustment programs 
“« . . fell short of total disbursements by roughly 800 
million dollars, which had to be covered . . . from the 
general Treasury.”’ Thus, even if the processing taxes 
had not been invalidated, “ ... the original self-sus- 
taining character of the adjustment program would 
have been lost.” 

The authors then pass to “Contributions to General 
Economic Recovery.” Here they provide ‘In barest 
outline . . . the New Deal theory of recovery” and then 
find that “ ...as a whole (the net effect) was to ad- 
vance the time at which purchasing power became 
available in farmers’ hands.”’ But this gain of time 
was not a decisive factor in recovery. Still, the authors 
believe “... that the AAA was a quickening rather 
than a retarding factor in industrial activity.” (p. 446) 
There follows an excellent chapter, “AAA Philosophy 
Reconsidered” in which the authors admit that “... 
on its mere conceptual plane, we accept the basic ‘ad- 
justment’ doctrine.” However, it is concluded that 
“ .. the use of financial rewards and penalties to ef- 
fectuate production control in any but emergency 
years introduces a degree of rigidity which does not 
afford the best means of helping agriculture.” More- 
over, the AAA showed a growing inability to limit it- 
self in its payment of benefits to... the classes of 
cases “... in which we have argued that there 1s 
economic justification.” In fact, the authors appear to 
feel that the AAA was the victim of a “pressure group” 
with little or no interest in economic fundamentals. 
(p. 477) ; 

Dr. Davis submits a “Supplementary Statement” in 
which he points out that the government cannot 
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“|. accept responsibility for restoring and maintain- 
ing . . . equilibrium.” He is inclined to believe that the 
AAA would have contributed more to recovery. 
wholesome readjustment and normal equilibrium “.. . 
if it had never embarked upon production control pro- 
grams.” Mr. Black also submits what might be called 
a concurring opinion in which he points out the need 
of more emphasis upon certain points than the text 
proper gave them. In general he appears to have more 
faith in “adjustment” by Federal intervention than his 
two fellow authors. Reference should also be made to 
Appendix A, “‘Ascertaining the Benefits and Burdens 
of Adjustment Programs,” by Mr. Harold B. Rowe. It 
is well worthy of inclusion in the volume. 

The primary interest of this study to the student of 
economic problems lies in the light it should throw on 
the possibility of government intervention in the solu- 
tion of economic disequilibria, especially where the 
government is that of a democracy. The light is not 
all that could be desired, but it tends to support the 
view that there is not much to hope for. The conclusions 
give one little confidence that intervention will be 
properly timed, properly applied and discontinued at 
theright time. Economics and politics cannot, of course, 
be completely separated but the evidence points to an 
excess of politics in the solution of problems of a most 
intricate economic nature. 

E. A. Kincaip 

University of Virginia 


The Compensation of Executive Officers of Retail Com- 
panies, 1928-1935. John C. Baker. (Boston: Harvard 
Bureau of Business Research, 1937, pp. vi, 34. $1.00.) 


Until 1934, difficulty in obtaining confidential infor- 
mation, in respect to the compensation of business 
executives, handicapped any research in this field. Since 
1934, a large amount of information on corporate sal- 
aries has been made public by the Federal Trade Com- 
mission and the Securities and Exchange Commission. 
This information is the basic material for the present 
monograph. As stated in the introduction, it deals with 
the executive compensation of retail companies for the 
years 1928-1935. ‘“The purpose is primarily to make a 
factual report, to indicate what the average payments 
of executives were; what form they took; how they 
fluctuated from 1928 to 1935; and how they are related 
tosales, expenses, general pay roll, earnings, dividends, 
executive holdings, and so on.” 

The study is based on the figures of thirty-eight re- 
tail companies listed on the New York Stock Exchange. 
It is entirely factual and in no way critical of either the 
amounts or methods of executive compensation. The 
following are some of the conclusions of general inter- 
est: 

(1) Compensation rates paid by chains were lower 

than those paid by department stores. 

(2) With the exception of the highest paid officer, 
the compensation levels in department store 
companies appear to exceed those in industrial 
concerns. 

(3) Executive compensation takes from 1.0 cents of 
the consumer’s dollar in department stores to 


0.3 cents in chain stores. 

(4) Executives, compensated by a salary and bonus 
plan, had their total compensation follow sales 
and earnings more closely than executives com- 
pensated by a straight salary. 

(5) For the period 1929-1935, chain stores paid out 
almost six times as much in dividends as in 
executive compensation, while department stores 
paid out not quite three times as much to stock- 
holders as to executives. 

(6) Department store executives ordinarily owned 
about twice as much stock in their companies 
as did chain store executives. Dividend pay- 
ments were apparently larger in retail com- 
panies with little stock owned by management 
than is the case with firms with large blocks of 
stock so controlled. No relationship appears to 
exist between the proportion of stock owned 
and the percentage of earnings paid to execu- 
tives, nor was there evidence that large earnings 
necessarily accompanied extensive ownership by 
management. 

The foregoing conclusions are drawn directly from 
statistical analyses of the original data. The monograph 
may be criticized for lacking non-statistical analysis 
and for not drawing upon data outside the immediate 
governmental sources for interpretations of the conclu- 
sions. For example, the fact that the chain stores were 
relatively more profitable than department stores 
during the depression is probably closely related to 
conclusion (5), since executive salaries are paid in com- 
panies with no earnings. Likewise, the relatively lower 
total compensation of chain store executives, in com- 
parison with department store executives, is an inter- 
esting statistical fact; but no explanation is given of 
why this condition exists. A brief analysis of the two 
types of organizations and the types of merchandise 
handled would be interesting and enlightening to those 
not familiar with the retail field. 

Within the limits of the study, the monograph is 
well done. It is only the beginning, however, of what 
should be done in the study of executive compensation 
whenever adequate statistical data is available. 

E. H. Gavutt 

School of Business Administration 

University of Michigan 


The Financial Development of the United States. William 
J. Schultz and Marlan R. Caine. (New York 
Prentice-Hall, Inc., 1937, pp. xxviii, 757. $5.00.) 


In a well-printed volume of twenty-nine chapters 
the authors have attempted to tell the story of Ameri- 
can finance and the latter term is given “... the 
widest possible interpretation . . . ‘Finance’ covers all 
factors involved in transactions in values—for the 
United States, all factors affecting the dollar sign.” 
State and Federal finance, monetary history, the insti- 
tutional development of business credit and banking, 
the record of capital financing, international financial 
transactions and even other factors are included. Ac- 
cordingly the volume stands more or less alone in that 
it is not exactly comparable to any other treatise on the 
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subject. This is also true of the chapter arrangement. 
One chapter is devoted to the seventeenth century, one 
to the eighteenth, one to the period of the Revolution 
and one to the period of the Confederation. Altogether 
ninety-one pages are devoted to the period before the 
formation of the Union and it must be obvious that the 
treatment is not detailed. Indeed, it involves a rather 
strict attention to the topics which the authors include 
within the term, finance. 

One of the advantages of the volume is the inclusion 
of the effect of the balance of payments upon other 
phases of financial history; thus it is said that “...a 
moderately favorable balance of payments with Eng- 
land and with the West Indies . . . brought a trickle of 
specie into the Seaboard Colonies until the 1790's.” 
But, in the 1750’s the balance of the English trade 
turned definitely against the colonies and there followed 
a period of monetary scarcity and a series of trials with 
paper money. Monetary troubles continued inter- 
mittently until the constitution was adopted and the 
bitter experiences of the colonial period were not for- 
gotten when it was framed. 

The next section devotes two chapters to Federalist 
Finances, one to Republican Finance and one to the 
period of ‘‘National Exuberance, 1815-1828.” Then 
come two on the boom and depression, 1828-1842 and 
one on the financing of ‘“Manifest Destiny,” 1842-1860. 
The account of the finances of the Hamiltonian period 
is rather well done and here and throughout the volume 
the account of the evolution of taxation adds to its 
effectiveness. As for the Republican period, ‘Intent 
upon undoing the earlier man’s (Hamilton’s) work, 
Gallatin actually brought it to full fruition....” 
Moreover, “ .. . the War of 1812 . . . completely undid 
the careful economy of the preceding eleven years.” 
Thus, the Treasury found itself in trouble and the 
second war loan of February, 1813, could not be 
marketed at less than twelve per cent. 

In the period of ‘‘National Exuberance” the pro- 
tective tariff became an aspect of our financial history 
and continued so to the present. This thread is woven 
into the narrative and is another factor making for 
strength. The account of the first and second Banks of 
the United States is well done. The decline of the latter 
began when “Biddle began to develop a Napoleonic 
complex.” By such broad strokes the authors have de- 
veloped a style of their own which makes the volume 
quite interesting reading even if occasionally disagree- 
able. Thus, ‘Andrew Jackson, swashbuckler and ego- 
maniac, came to the presidency with certain confused 
convictions about banking . . . ”’ has a certain zest, but 
it is rather sweeping and doubtful. In any event Galla- 
tin’s dream was realized and the Federal debt was 
wiped out before Jackson retired from office. Then 
comes the darker phase, the panic of 1837 and the rise 
of anti-bank sentiment. The rise of new financial and 
commercial practices and institutions is traced to the 
crisis of 1857 and the close of the period. 

A chapter is devoted to Confederate finances and 
another to the finances of the Union government. In 
connection with the latter it is remarked that “Lincoln 
and Chase, captain and pilot, were not competent to 


steer Treasury policy,” hence difficulties arose which 
finally were solved when “Elbridge Spaulding, the chair. 
man of this (Ways and Means) subcommittee had an 
inspiration” that found expression in demand notes, 
eventually made legal tender. Then there comes 
chapter on “Post-Bellum Finances, 1865-1873,” fol. 
lowed by two on “Finances of the Silver Plated Er, 
1873-1890.” The title of the latter gives a clue to the 
problems considered in the former. There is a good 
account of the crisis of 1873 in its larger aspects, the 
resumption of specie payments, the silver controversy, 
the beginnings of capital and banking integration, and 
the refunding of the Federal debt. This period terminates 
with a chapter on “Finances Under the Depression, 
1890-1897.” 

The next phase begins with a chapter on “Surge of 
Financial Empire, 1897-1904” and an account of the 
rise of the great financial houses. It is said that when 
“|. . the high tide of trustification ended in 1903 or 
1904, two-thirds of the country’s manufacturing capital 
was controlled by monopolistic or semi-monopolistic 
combines.” There follows a chapter on the pre-war 
period, 1904-1913, with further consideration of the 
problem of monopoly. The House of Morgan comes in 
for much attention and it is remarked that ‘‘President 
Taft, with much less publicity, waged a more relentless 
war against the trusts than did his predecessor.”’ Two 
chapters are devoted to ‘“‘Financial Revolution Demo- 
cratic Style, 1913-1917,” two to the “Finances of the 
War Era, 1917-1920,” two to “Finances of ‘Normalcy,’ 
1920-1929,” and a chapter to the “Finances of Cata- 
clysm, 1929-1933.” In the latter it is said that “We 
were steadily withdrawing the financial props from the 
very countries on which we were forcing loans.” As for 
banking reform, its necessity was recognized by all 
except the bankers who “.. . remained smug in their 
economic insularity....” The two final chapters, 
“Finances of Recovery, 1933-1936,” do not fail to bring 
out the wretched mistakes that were made, including 
the President’s adherence to economic doctrine of 
Warren and Rogers, and the resurrection of the Silver 
Issue. 

The treatise is almost without documentation, but 
there is a list of selected readings. Seventy tables are 
included and there are twenty-three charts. The narra- 
tive is vitalized by the inclusion of thirty-nine illustra- 
tions, including many cartoons of contemporary sig- 
nificance. It should be said that the authors have 
handled a large problem in a fairly successful way. 
Considering the period of time covered and the topics 
included within the scope of the term finance, only the 
more outstanding aspects of these could be considered. 
The result is a very readable text, an excellent outline 
and a comprehensive though by no means penetrating 
treatment of the subject. Essential detail can be sup 
plied by the instructor and by reference to specialized 
treatises. It would be well to add that the book provides 
an excellent background for an understanding of the 
present-day problems in finance and it should, there 
fore, commend itself to business men. 

E. A. KrncaD 

University of Virginia 
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The Development of American Business and Banking 
Thought. Charles C. Chapman. (New York: Long- 
mans, Green & Company, 1936, pp. xiii, 367. $2.50.) 


In the preface to this, the second edition, the author 
remarks that “It is the interior progress in economic 
and political ideas that is here charted.” Part One, 
fourteen chapters, is devoted to the development of 
American business and industrial philosophy from 1913 
to 1936. The first chapters consider ‘‘The New Democ- 
racy” of Woodrow Wilson and the plan for restoration 
of economic democracy which was smothered by the 
World War, for Wilson ‘...even more than his 
predecessors, was intent upon delivering the independ- 
ent American business man from the grip of monopoly 
and the slavery of fear.” 

The business attitude and industrial relations of 
1913 are briefly analyzed and then comes a chapter on 
“Industrial Absolutism.”’ Here it is remarked that the 
dominant element in the financial oligarchy was the 
investment banker, because he was able to unite in 
himself the functions of maker, market and dealer in 
corporate securities. “That the economic life of the 
country was in the hands of a comparatively small 
group of investments bankers in 1913 there can hardly 
be any doubt.”’ Moreover, the author is convinced that 
the same group also dominated the political life of the 
country. 

In the chapter on “Industrial Democracy” Dr. 
Chapman asserts that the younger Rockefeller “... 
will always stand out as one of the leaders in the move- 
ment toward industrial democracy” and he considers 
Rockefeller’s speech at Pueblo in 1915 as “‘. . . a turn- 
ing point in the history of industrial relations in the 
United States” (p. 46). But it is not clear that he 
believes that Rockefeller would accept the statement 
(p. 64) that “‘This placing of business prosperity ahead 
of the public welfare (by the U. S. Chamber of Com- 
merce) is an insidious illusion...” which was the 
result of “‘. . . too much stress . . . upon the rights of 
business and too little upon its obligations.” 

A chapter is devoted to “Industrial Self-Rule under 
Supervision” promoted by the Federal Trade Com- 
mission and the author is disposed to believe that 
“... the code system, as established in 1933 under the 
New Deal, did not come out of a blue sky... ,” but 
possibly from business practices which were divested of 
asense of public welfare. Possibly this was safe, at any 
tate Chapter X presents ‘““A New Philosophy of Busi- 
ness” to which Henry Ford, Filene, George W. Perkins 
and others are said to have made contributions, the 
substance of which is the reconciliation of business to 
ultimate Government supervision. 

But part of Wilson’s struggle for “The New Free- 
dom” came to nothing, for “ . . . private bankers still 
owned, and as far as all practical purposes were con- 
cerned, controlled the Federal Reserve System when 
Franklin Roosevelt entered the White House in 1933” 
(P. 113). Indeed, concentration of control had made 
such progress since the Money Trust report of 1913, 
but a new philosophy had been permeating the thought 


‘ the nation, preparing them for the Roosevelt Revo- 
lution. 


The author gives some evidence of the influence of 
Father Coughlin, for he appears to sanction the idea 
that the Federal Reserve was to become thoroughly 
nationalized and, in consequence, “‘The old arrange- 
ment . . . whereby the people pay hundreds of millions 
of dollars in interest yearly to private bankers for 
borrowed money which is ultimately based upon Gov- 
ernment credit would naturally be eliminated...” 
Unfortunately for such a consummation, the Federal 
Reserve system fell into the hands of “ .. . an extra- 
legal controlling body (which) mysteriously came into 
existence . . . known as the ‘Conference of Governors’.” 
Here the author appears to rely upon Willis (p. 175). 

Then comes the surprising statement that Paul M. 
Warburg, “Through his lectures and writings . . . did 
more than any other man to teach the Americans the 
meaning of ‘Central Banking’.” But the teaching seems 
to have come to little, for the “ . . . policy followed by 
the Board (during its first ten years) had always been 
one of expediency, not of principle.’”’ It would seem that 
no principle appeared until the Joint Resolution of 
July 5, 1933, which asserted the “ . . . declared policy 
of Congress to maintain at all times the equal power of 
every dollar in the markets and in payment of debts.” 

Part III, “The Situation in 1936” follows ‘“The De- 
velopment of a Central Banking Philosophy,” covered 
by Part II, with three chapters. Here Dr. Chapman 
finds fault with the views of Mr. Alfred P. Sloan, Jr., 
for favoring a policy which had been opposed when ad- 
vocated by the President (p. 266). The author finds 
evidence of prejudice on the part of business men and 
bankers and thinks “. . . it is the loss of control of the 
nation’s money and credit that disturbs them more 
than anything else—the fear that the scepter is to be 
taken from out of their hands and placed in the hands 
of the Government” (p. 275). In this last section there 
also appears, among proposed remedies, what appears 
to be an endorsement of Social Credit, but this seems to 
not be the wish of the author, according to the preface. 

This volume is a sort of popularization and rational- 
ization of the New Deal. It is an attempt to provide it 
with a “‘philosophy”’ the historical background of which 
is traced from ‘“The New Freedom.” The more obvious 
aspects of the flow of events since 1913 are presented, 
but there is no careful probing of the depths explored 
by Commons, Veblen and others long ago. The tone of 
the volume is liberal, but one wonders if this author 
would be willing to follow the apparent implications 
of his “philosophy” to their logical conclusions. Thus, 
can the state accept the idea that the family, for in- 
stance, has a priority of right in education with any 
more grace than the idea that business has a prior right 
to regulation of banking. Can some outside power de- 
fine the rights of the state? 

E. A. Kincaip 

University of Virginia 


Some Modern Business Problems. Arnold Plant, Editor. 
(New York: Longmans, Green & Company, 1937, 
pp. viii, 336. $3.00.) 


This engaging volume is a reprint of twelve lectures 
to business men given by members of the staff of The 
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London School of Economics during 1936-37. The 
scope of the lectures can perhaps best be indicated by 
listing their titles: Centralize or Decentralize, The Ad- 
ministration Chart, Forecasting Foreign Trade, Some 
Problems in Market Research, Public Relations De- 
partment, Durability and the Demand for Industrial 
Products, Movements in Interest Rates, Manufacturers 
and the Rate of Interest, The Measurement of Physical 
Output and of Operating Efficiency, Some Modern 
Difficulties in the Measurement of Profit, The Rationale 
of Cost Accounting, and The Distribution of Pro- 
prietary Articles. 

As is indicated by the titles these are not popular 
lectures, at least judged by American standards. 
Neither are they elementary in content. They represent 
closely reasoned efforts to apply fundamental economic 
theory to a rather wide range of business problems. 
They represent economic scholarship of a high order. 
If such material can be given to business executives in 
popular lecture groups, it may turn out that adult 
education will yet make unexpected contributions to 
national well being. Or perhaps this is to be taken as a 
tribute to the superior seriousness and scholarship of 
the British business community. At any rate, the effort 
of The London School of Economics is to be greatly 
commended. 

In a brief review it is impossible to present the run. 
of the argument of the various lectures. In the main the 
material is not descriptive, but is rather theoretical 
analysis of concepts basic to the problems of business 
administration, which must in one form or another be 
faced by the responsible business executives of the 
modern world. 

Perhaps a brief analysis of the first lecture may be 
taken as typical of the group. ‘Centralize or Decen- 
tralize” is an attempt to point out the appropriate 
functional scope of the various reaches of executive 
authority and to indicate how far this is based on theory 
as opposed to strategy. The point is insisted upon that 
the basic reason for delegation of functions is usually 
in order that reserved functions may be done better; 
and that at the heart of the matter lies the law of com- 
parative costs. The delegated functions themselves may 
be better performed, but this is usually a minor ad- 
vantage. There are definite limitations to effective 
decentralization. The work must be of such a nature 
that decisions made at the center are applicable to the 
delegated work. And it must not be forgotten that 
central management faces limits both of time and 
energy. It may well be that in huge organizations, the 
problem of codrdination becomes so great that efficiency 
will be served best by disintegration. The plan of 
organization of General Motors Corporation is used 
for illustration. 

A number of the lectures contain material of special 
interest to the accounting profession, especially regard- 
ing differences between British and American view- 
points. To consider these in detail would carry one far 
beyond the limits of such a review as this. However the 
book may be recommended as exceedingly thought pro- 
voking for business men, economists and accountants. 


J. Ray CaBLe 
Washington University 
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The New York Bond Market, 1920-1930. Charles C, 
Abbott. (Cambridge: Harvard University Press, 
1937, pp. xvii, 224. $2.50.) 

Dr. Abbott explains, in his introductory chapter, 
that the original purpose of this study was “... to 
throw some light upon those deep-lying economic forces 
which determine the success or failure of flotations of 
new security issues.” To this were added an attempt 
to clarify the relationship of the banking system to the 
capital markets and an effort to test the monetary 
theory current at the time against available statistical 
data. It is admitted that “‘... many of the assump. 
tions upon which this study was constructed have lost 
much of their validity.” Consequently the occurrences 
dealt with in this volume “ .. . must be looked upon 
primarily as matters of economic history. ...” 

Chapter II considers “The Bond Market” as a 
market, “... primarily from the short run point of 
view”’ and succeeds in setting forth the essentials very 
clearly. Then comes a chapter, “Market Movements, 
1920-1930,” in which the term “‘net’’ issues is explained 
as the volume of new investment funds needed to 
purchase bonds floated during the year (p. 37). It is 
also brought out that the bond market passed “... 
through a single cyclical movement of great length 
and amplitude during these eleven years” and reached 
its peak in 1927. 

Against the general background provided by the 
first two chapters the author develops a series of more 
intensive studies of particular phases of which the first 
is “1919.” The solution of problems confronting the 
country in that year included the final phases of war 
finance and ‘‘The stock market celebrated the end of 
the Victory Loan campaign with the ‘biggest week’ 
... that it had had since 1901....” 

The changes wrought by the war began to appear 
in 1919, among them the “. . . increase in the number 
of actual and potential bond holders.” Indeed, the 
author considers ‘‘The advent of the small buyer... 
of the greatest social and financial importance.” Chap- 
ter V takes up “1920-1922” in the course of which there 
is developed an excellent analysis of the crisis of 1920 
and the recovery that began in 1921. Chapter VI carries 
the discussion into ‘‘1922-1924,”’ where the significance 
of the five-year decline in long-term rates is brought 
out. One of the most distinctive services of this volume 
is the care with which the author brings out changes 
in the long-term and the short-term interest rates 
the significance of them. The influence of Federal Re- 
serve policy is carefully examined with special reference 
to the bond market. 

Chapter VII covers the period “1925-1926” and the 
author remarks that 1925 “‘ . . . marked the beginning 
of a new phase of the bond market.” In this period, 
“The most striking development in the market was 
the gradual and almost uninterrupted fall in long term 
rates....” Dr. Abbott is disposed to feel that “... 
the behavior of interest rates appears to indicate defi- 
nitely that from 1923 to 1928, credit conditions were 
unusually, if not abnormally, easy.” Moreover, he 
thinks “... that a substantial portion of the funds 
needed in the bond market was indirectly supplied by 
the banks” (p. 103). 
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The crucial year, “1927,” is the subject of Chapter 
VIII. In this year the bond market reached the climax 
of its movement. The open-market buying of the Fed- 
eral Reserve system was an outstanding event of that 
year and “The effect which these funds produced upon 
the total credit of reporting member banks was very 
striking.” Among other results, “The boom that 
achieved such tremendous proportions in 1928 and 
1929 was well begun. . . . ” The chapter, “1928-1929,” 
analyzes the course of the boom and the beginning of 
the end. By the end of the year 1927 it was apparent 
“ |. that the (reserve) policy of the past six months 
had induced a substantial degree of speculation.” At 
this point, the author brings out the reasons why the 
restrictive effects of Federal Reserve policy were so 
largely ineffectual when initiated so belatedly in De- 
cember, 1927. This chapter contains an excellent analy- 
sis of the events just prior to the beginning of the Great 
Depression and it is made very clear that great forces 
had been at work throughout the preceding years. The 
outcome was certain to be serious. 

In Chapter X, ‘‘Conclusion,” there are a number of 
significant statements. Thus, “... the twenties were 
a time of very great capital accumulation.” Again, 
“Ultimately both bonds and the bond market ceased 
...to perform their proper economic functions.” At 
the root of the events of the period was the abundance 
of cheap funds. The most striking aspect of this final 
chapter is the treatment of the diversity “‘.. . in the 
movements of short and long rates that is so noticeable 
in the years 1924-1928.” Dr. Abbott feels that this 
tendency has not been sufficiently studied and that 
evidence of economic disequilibrium probably lies in the 
abnormal relationship that persisted. But he does not 
believe that there was any great amount of over- 
expansion of American industry. However, “... the 
industrial mechanism was, in 1929, in a much more 
vulnerable position than it was in 1922 and 1923.” 

Dr. Abbott concludes this admirable study with the 
hope that it will “‘ . . . further to some extent our com- 
prehension of the post-war years . . . which are of such 
importance in the understanding, and solution, of the 
problems that confront society at the present time.” 
He may rest assured that his hope has been realized for 
it becomes increasingly clear that such a careful analysis 
of the period covered by this study is indispensable to 
an adequate estimate of the prospects for success on the 
part of the managed economy that has evolved. 

E. A. KIncaIp 

University of Virginia 


The Problem of Business Failures. Paul J. FitzPatrick. 


(Philadelphia: The Dolphin Press, 1936. Pp. viii, 
157.) 


This book represents an attempt to appraise busi- 
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ness failures—their cause, their significance, and their 
cure. That the problem is important is evidenced by 
the number of business failures and by the aggregate 
monetary loss which they represent. Thus during the 
period of prosperity, 1922-1929, insolvencies numbered 
about 22,000 annually, and the liabilities involved each 
year amounted to about $500,000,000. Moreover, dur- 
ing this same period there were more than 215,000 with- 
drawals, a type of failure not included under the 
head of insolvencies. Professor FitzPatrick estimates 
that the annual loss from business failures in the 
United States amounts to approximately one billion 
dollars. 

Chapter I deals with the factual status of business 
failures: their import and extent. Chapter IT considers 
the transitional stages of a business failure. The first 
stage is termed the period of incubation. The second 
stage is the financially embarrassed stage. The third 
stage is characterized by financial insolvency. The 
fourth stage is characterized by total insolvency—li- 
abilities exceeding assets. The fifth stage is termed con- 
firmed insolvency, because legal steps have been taken 
to protect rights of creditors. Chapter III answers the 
question, what is a business failure? Chapter IV con- 
tains a brief survey of the bankruptcy situation. Chap- 
ter V discusses the causes of failures among industrial 
enterprises and suggests remedies. Chapter VI consid- 
ers causes of failures among retail stores. In conclusion, 
Chapter VII deals with certain social, economic and 
political consequences of business failures. 

Society faces few problems more serious than that 
involved in the economic and moral waste which results 
from unsuccessful ventures in business. A qu stion 
arises as to the possibility of instituti: g some plan of 
control whereby undertakings destined to fail may be 
prevented from becoming actualities. However, that 
which at first appears to be a feasible plan of control 
may be found impracticable when put to actual test. 
Notwithstanding some bitter experiences with /aissez- 
faire the American people are still individualistic in 
their thinking. They believe that freedom of opportu- 
nity must continue even at the cost of many shipwrecks 
on the seas of competitive enterprise. 

Accountants, as well as others interested in the im- 
provement of the financial welfare of the nation, may 
read this book with profit. It is to be regretted that a 
few grammatical and typographical errors should have 
crept into it. Notwithstanding those aspects of the 
book that are subject to minor criticisms, its make-up 
and content reflect credit upon the author’s ability to 
analyze and summarize great quantities of fact ma- 
terial. 

Eart A. SALIERS 

Louisiana State University 


UNIVERSITY NOTES 


UNIVERSITY OF CINCINNATI 


Mr. Fred Dennis has resigned. Mr. Kenneth 
Thompson has been appointed as lecturer in ac- 


counting. Business administration students in 
their freshman year are now required to take a 
course in mathematics of finance in addition to 
algebra and trigonometry. 
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UNIVERSITY OF COLORADO 


The December, 1937, note in this department 
should have read as follows: Mr. G. G. Fullerton 
has recently been promoted to the rank of pro- 
fessor and Mr. H. W. Kendrick to the rank of 
associate professor. 


CoLUMBIA UNIVERSITY 


Mr. Ralph T. Bickell, instructor in accounting 
for nearly twenty years, died peacefully in his 
sleep on the night of January 15, 1938. Professor 
James L. Dohr is serving on the terminology 
committee of the American Institute of Ac- 
countants. 


INDIANA UNIVERSITY 


Twelve semester hours of general accounting 
are now required of all business students. New 
courses for next year are: for third year students: 
elementary cost accounting, advanced cost ac- 
counting, auditing and budgeting; for fourth 
year students: advanced accounting problems, 
income taxation, accounting systems, fund ac- 
counting, and C.P.A. review. 

An accounting club for students has recently 
been formed at the campus. 


LOUISIANA UNIVERSITY 


To the accounting curriculum for next year will 
be added a course in statement analysis. 

The examinations at the end of the first six 
weeks in elementary accounting showed no better 
performance by students who had previous high 
school training in accounting in comparison to 
those without such experience. The examinations 
for the second six weeks period did, however, 
show a better performance on the part of the 
more experienced students. 


STATE UNIVERSITY 


“Brush up on you arithmetic” is the subject 
and purpose of a test on arithmetic given to 
students at the beginning of the first year course 
in accounting. We find that students sorely need 
such brushing up. 

Dean Line has addressed the Montana Mer- 
chants Association recently to explain the new 
unfair trade practice law. 


COLLEGE OF THE City oF NEw YorxK 


Dr. W. L. Blockler has resigned. Mr. J. W. 
Corroll, A. W. Kuntz, and J. C. Colgan, have 
been added to the staff as instructors in ac- 
countancy. As of January ist, 1938, Dr. John 
J. W. Neuner and Dr. E. I. Fjeld were both ad- 


vanced to rank of associate professor of @ 
countancy. 4 
Course in municipal accounting and busing 
taxes have been added to the day school prog 
In the evening school, a course entitled “‘acco 
ing and auditing in the Comptroller’s Office; 
the City of New York” is offered under ¢ 
sponsorship of Dr. J. D. McGoldrick, Com 
troller of New York City. Dr. McGoldrick 
formerly professor of political science at Colum 
University. 
Recent publications of the staff include: by 
John J. W. Neuner, “‘Cost Accounting,” p 
lished by Business Publications, Inc.; by Mess 
S. B. Tunick (of our staff), P. J. Pinkus, 
H.B. Sol6, “Classified C.P.A. Questionsin 
ry of Accounts,” published by Accounting R 
Book Co. 


UNIVERSITY OF PITTSBURGH 


Carl F. Histelhorst is leaving February 1st iy 
join the Federal Home Savings and Loan B 
Harold King, from Lincoln College, Lineol 
Illinois, is added to the staff as instructor 
accounting. 


UNIVERSITY OF TENNESSEE 


Returning after a quarter’s leave to do 
research in municipal accounting, Profess 
Harold Read has resumed his teaching dutil 
With a new course on municipal accounts} 
next September, the total quarter hours of@ 
counting offered at the university amounts tod 


UNIVERSITY OF SoutH DAKOTA 


Clive Dunham, assistant professor, is leav 
H. L. Hoag is the new instructor in accountii 
A course in accounting machine practice will] 
offered for the first time next year. i 

Professor Harry E. Olson has publi 
“Federal Income Tax and South Dakota 
Summaries,” through the university’s bust 
research bureau. 


Texas A. AND M. COLLEGE 


J. E. Oliver has left to join the bureau off 
ternal revenue at its Houston, Texas office. Hy 
Dulan and S. M. Stubbs have been added to@ 
staff of the department of accounting and # 
tistics. 

T. R. Hamilton, professor of statistics recel 
completed requirements for the doctorate” 
Columbia University. T. W. Leland, who is hé 
of our department, was recently elected editor 
the Texas Accountant, official bulletin of 
Texas Society of Certified Public Accountants 


EX 
fe 
a 


tants. 


at 
hess 

am, 

int- 

the 

mp- 

was 
big 
DE 
pub- 
SSIS, 

and 
view 
| 

st to 
ank, 

cola, 

or in 
» field 

fessor 
luties, 
ts 

of at 

to 

aving 
inting: 

will be 

lished 

a Ta 
usiness 
1 of 

1 to the 
nd si 
ecently 
rate at 

is head 

litor @ 

of the 


